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Preface 


Iiiterrnediate Economic Tlicorv has been planned as a textbook 
for upper-division siiidcnts majoring in co *iomics or business 
administration. It (an be used as a text ior a year course or, if 
certain chapters arc omitted, for a single (juarter or semester 
course. Certain of the more adv.inced c hapters may aid graduate 
students by providing them, with a haiifly fei'erencc. 

Few books would ever be r iLten if their autliors did not believe 
that their publiLaiion would prove useful. Intermediate Eco- 
nomic Theory embraces tlirce essential sul)iects of UKvlern 
economic theoi). Separate parts of tlie book are devoted to 
nati(jnal income and to income and employment, as well as to the 
more conventional topics of prices, distribution, and money. 
Finally, tlie (oncluding part, on political economy, attempts to 
apply the theoretical apparatus of the book to the issue of socialism 
versus capitalism. 

Naturally, Intermediate Economic Theory does not cover each 
of these topics exhaustively. "Fo d(3 so would be to sacrifice the 
purpose of the book. Instructors of undergraduate students 
should not expect them to understand the relinements of present- 
day dextrine on sucli varied topics as income and euiployrncnt, 
prices, national income acc( 3 unting, money, distribution, and the 
political organi a.'ion of economic resources. Many Ph.D.’s arc 
not so well eejuipped. The task of undergraduate work is surely 
to lay as conijjlete a foundation as ixjssible; the superstructure of 
economic theory can be erected later, during graduate work. 

Some instructors and stud(*nts may feel that Intermediate Eco- 
nomic 'Theory is lacking in description of actual markets, coin- 
nu^dities, and regulations. Naturally, for pedagogical reasons, 
examjdcs aic cited whenc vcr they seem illuminating enough to 
warrant extra reading by the student. However, the pc^int is often 
overlooked that it is only in college, and as a student, that a person 
has a real opportunity to learn ih'‘ skeleton of economics, llidess 
he learns in college how the bones are articulated, he will never 
be able to learn economic anaiomy from the facts and figures that 
come his way in later life. The simple truth is that theory is 
always abstract and that so-called principles texts which are long 
on description are usually very short on analysis. 
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viii PREFACE 

Intermediate. Economic Theory contains more material than 
any normal upper-division student can master in a single semester. 
The instructc^r of a single-semester theory course must decide 
whether he wants to omit parts or chapters. It is likely that a 
great deal of the material in Part II (Money) and Part V (Dis- 
tribution) will already have been covered in an elementary course; 
hence one recourse is to omit these two parts entirely. 

If the instructor elects the other alternative, that of omitting 
((‘1 tain ( hapters, he can either delete chapters that arc not essen- 
tial to continuity (in which case he can omit Chapters 2, 4, 5, 12, 
M, 17, 22, 24, 2(S, -I;!, M) or he can omit the chapters that are 
al)ov(‘ the average in didiculty (in which case he should omit Chap- 
ters I, 7, 12, 21, 25, 50, 52). By either standard he will probably 
omit Chapters 1, 12, and 24. However, in the event that this 
book is adopted for a year course or for use by graduate students, 
the entire book should be assigned. 

No attempt has been made to credit each idea to its originator. 
Obviously Part III is neo-Keynesian; similarly, much of Part IV is 
neo-Chamberlinian. However, during the last decade, a great 
deal has been added to and subtracted from both income theory 
and value theory, until it is difFicuIt to know which economist can 
lay undisputed claim to which parts of modern theory. The pur- 
pose of an undergraduate theory text is not to play intellectual 
detec tive but to sj^read out tlie generally accepted theories of the 
day lor all who wish to see. The student who very properly de- 
( lilies lo accept the author s dicta on faith can always turn to the 
references at the end of each chapter. 

Nearly all the ideas contained in this book have been presented 
as lec tures to students. The arrangement of the book has been 
dc'veloped irom experience. Diagrams have been used rather lav- 
ishly l)ecause most students, in tlie end, seem to understand quan- 
titative relations better when these relations are presented in dia- 
gram form. 

I he author wishes to acknowledge his indebtedness to Professor 
A. A. Ale hian, and to those colleagues and former students who 
have played a part in the development of his ideas and the manner 
of their presentation here. 

Ranrlin Sfoitn Ynrz, Pacific Palisades, California 


Stephen Enke 
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PART I 

National Income 




1 

The Economy’s Task 


Economics is a social science that deals with the economic likes, 
dislikes, and abilities of people. This basic concern with human 
beings often is obscured by emphasis on markets, products, prices, 
and so on. However, such things, important as they are for eco- 
nomic theory, are properly only a means to an end. 

Satisfaction of people’s wants and of what the state considers are 
their needs is the goal of each national economy. In the main the 
satisfaction of these wants and needs depends idtimately upon 
production. Production, in turn, involves the use of the nation’s 
natural resources, the inventing, making, and application of du- 
rable capital goods, and the employment of much of the adult popu- 
lation. Unfortunately, although production normally provides 
a means of satisfying wants and needs, it also occasions work, which 
most people dislike in anything but moderate amounts. Hence 
some sort of balance must be struck between the production of 
goods and services possessing utility and the disutility of the labor 
that production requires. 

In a free enterprise economy, private firms and proprietors un- 
dertake most of the entrepreneurial functions of combining labor, 
capital, and natural resources, of innovating new products, meth- 
ods, and equipment, and of risking their wealth in order to com- 
mand the economy’s factors of production. A major part of this 
book will consider the economics of a private and free enterprise 
economy. However, there are a number of economic problems 
that are common to all national economies, whether capitalistic 
or socialistic, and these universal problems will be discussed in this 
chapter. 

Utility, Consumption, and Spending 

Economic analysis is sometimes a confusing mixture of psycho- 
logical, physical, and financial elements. For instance, we have 
said that the first objective of economic activity is usually to pro- 
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vide goods to satisfy luinian wants, but such a provision of utility 
(a psychological affair) is often linked in practice to consumption 
(a physical matter), and consumer spending (a financial act). 
Actually, althougli utility, consumption, and spending are fre- 
quently associated, this does not render them identical; in analysis 
they must be kept distinct. 

Utility (an be defined as the real or fancied ability of a good or 
service to satisfy a human want. Obviously, because utility is a 
psydiologhal and sensory affair, it cannot be measured in any 
alxsolute manner. One cannot connect a meter to a man’s body 
and read off the number of “utils” he experiences when drinking 
a c up of coffee. Also, because utility is subjective and individual, 
tlie utility of one person cannot be compared with that of another; 
one cannot, for example, know which of two men derived the most 
utility Irom a cup of coffee. Therefore, it is impossible to sum 
up directly the utilities of different consumers. 

Uonsum|)ti(jn may be defined as “the using up and wearing out 
of goods and services from which utility is derived.” Consump- 
tion and utility are often confused. In the case of goods, their 
wearing out is in part an incident of use, and when they arc worn 
out they no longer provide utility; moreover, in the case (jf 
services, consumption and utility are nearly always simultaneous. 
However, il we consider almost any durable consumer good, such 
as an aulomol)ile or a suit of clothes, it is immediately evident that 
consumption and utility are distinct. If cars suddenly became 
twice as durable, so that, instead of 90,000 miles, an average family 
car had 180,000 miles ol life in it, the consumption per mile would 
i)e halved, but the utility per mile would remain unchanged. Up 
to a point, automobiles also wear out when not in use or when 
parked outdoors, in which c ase consumption and utility have little 
to do with one another. In some ways consumption is a great 
enemy of utility. If consumer goods that never wore out could be 
invented, an economy might in time be able to attain a sufficient 
stock of each kind of these goods so that further production 
of them would be unnecessary. An invention that lessened con- 
sumption might occasion more utility at less cost than one that 
inc reased production. 

Spending by consumers, after allowance is made for price 
changes, indicates the rate at which the public is acquiring con- 
sumer goods. In the case of services, spending and consumption 
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are almost simultaneous — for example, telephone calls, movies, and 
bus trips. And where a durable good is purchased with the aid of 
an installment payment plan (for example, when a buyer has a 
year in which to pay for a suit of clothes), spending and consump- 
tion are not so very far apart in time. However, in periods of pros- 
perity and <lej)ression, consumers’ spending for houses, automo- 
biles, furniture, clothing, and so forth is markedly different from 
their rate of consumption. Spending is higher than consump- 
tion during prosperity, and vice versa. The consuming public, 
no less than manufacturers and distributors, always has an inven- 
tory of durable consumer goods on hand, which it expands and 
contracts from time to time. These consumer inventories are often 
useful; for instance, during World War II, the economy’s civilians, 
including war workers, were transported millions of miles in cars 
originally purchased before the war. 

Spending, and sometimes consumption, unlike utility, is objec- 
tive, measurable, and comparable among individuals. The spend- 
ing of Jones can be compared with tliat of Smith, and the dilfer- 
ence stated in dollar units. Then, too, Smitli’s consumption of 
eggs can be compared with that of Jones; but if they consume dif- 
ferent goods at different rates their aggregate consumption cannot 
be compared so easily. Perhaps this is one reason why we often 
tend to forget about utility and come to speak and write as though 
consumption, and particularly consumer purchasing, were the 
goal of welfare economics. 

Notwithstanding, utility is a key concept in economics, aiding 
in the definition of many other conceptual bricks in the theoretical 
structure. Any material thing that possesses utility, even indi- 
rectly, is said to be a “good”; and any human action that possesses 
utility, even indirectly, is called a “service.” Goods and services 
are either free or they are economic. A “free good” (or a free 
service) is one that is so abundant, in relation to the demand for 
it, that it can be obtained without paying money, without ex- 
changing another good, or without self-exertion. An “economic 
good” (or an economic service) is one that is scarce in relation to 
its supply, so that it can be obtained only by giving up money or 
other goods or by human effort. Real income consists of the utili- 
ties derived from both free and economic good., and services. 
However, economic science is not much concerned with free goods 
and services. 
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Fxonomists usually assume that real income varies in the same 
direction as production. In other words they suppose, at least 
provisionally, that the flow of free utilities is constant and unaf- 
fected by the extent of economic activity. Production is defined 
as “any activity that, directly or indirectly, creates utilities and 
thereby augments real income.’’ Such a concept of production is 
not limited to changing substances and shapes or to turning out 
something tangible and solid. An opera singer can provide as 
mu( h utility as a blacksmith, and so prove herself equally, if not 
more, productive, jjrovided people hear her sing and derive utility 
from listening. 

It is evident that production is the source of most of a com- 
munity’s real income. Nature has not been generous in supply- 
ing free goods and services. Even air and water are as often eco- 
nomic as they are free. Warm air in winter, air in the bottom 
of a mine shaft, or clean water in a city are all examples of eco- 
nomic gods. Accordingly, economists look upon the national in- 
come as being more or less synonomous with the production of 
economic goods and services, which provide extra real income 
iluring some prescribed time period, such as a year. 

Factors of Production 

The factors of production— labor, land, capital, and enter- 
prise together provide the means of production and hence the 
means of satisfying die more urgent human wants and state needs. 

I his four-way classification of productive agents is not especially 
significant lor all pur]ioscs, but it is conventional and frequently 
helpful. 1 he student should have a clear idea of the rather special 
meaning that economists have attributed to each of these terms. 

Labor 

I.alxir is defined as human effort undertaken for production. 
This definition excludes the work of mules and the like and rules 
out the exertion accompanying enjoyable sports. Labor includes 
mental effort as well as physical work. Actually, in a country such 
as the United States, work that requires merely brute strenerth is 
lecoming relatively rare and unimportant: the higher labor in- 
lomes go to those paragons who can combine intelligence, skill, 
tiaining. honesty, and industry with a pleasant manner. Both 



THE ECONOMY’S TASK 7 

salaried executives and gravediggers paid by the hour supply 
labor, but naturally their incomes vary widely. 

Land 

Land is a synonym for natural resources and in economics the 
term refers to all productive aids furnished uy lature that are avail- 
able without past or present labor ( ost. Tlie unliarnesscd power 
of a Niagara Falls is “land,” paradoxic.xl as this may seem; so too are 
the cod fisheries of New England md the virgin timber stands of 
the Pacific Northwest. Land, in agriculture, refers to the inde- 
structible powers of the soil. In some cases, it is important to dis- 
tinguish betw^een those “land” agents of production that are 
naturally renewed (for example, tidal energy) and those that are 
not naturally replaced and hence can be readily depleted (for ex- 
ample, mineral ores). 

Labor and land are sometimes referred to as the two primary or 
original factors of production. It is certainly true that Robinson 
Crusoe, cast upon his desert island, had to start production with 
nothing except his own labor and the land he found. The most 
primitive type of economy would conceivably be one in which 
man relied solely on human effort applied to the natural environ- 
ment without benefit of capital. 

Fortunately, however, land and labor are usually allied with 
capital goods, in what are sometimes called “roundabout” methods 
of production. Even Robinson Crusoe did not long attempt to 
wrest a living with his bare hands from the tropic isle upon which 
he was shipwrecked. Fie directed some of his efforts toward mak- 
ing nets to catch fish, conduits to bring down water, and various 
implements to multiply the effectiveness of his labors. In other 
words he often worked in a roundabout way in order to provide 
himself with consumption goods, if in the long run such indirec- 
tion seemed more productive. Capitalistic (that is, roundabout) 
methods of production are of course a feature of every advancevd 
economy whether organized along free enterprise or socialistic 
lines. 

Concepts of Capital 

Capital goods are occasionally termed “produced means of pro- 
duction.” Land and labor are also “means of production,” of 
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course, but tlicy arc not deliberately '‘produced’’ as arc such capital 
goods as factories, machinery, pipelines, and semi-finished ma- 
terials. In some parts of Scandinavia pulp wood trees are con- 
sidered as capital because they arc the result of deliberate silvicul- 
ture. I he value added to a hillside factory site when it is graded 
is also capital. Other names sometimes used to describe capital 
goods are “intermediate goods” and “producers’ goods.” Pro- 
ducers’ goods only provide utility by indirectly aiding in the pro- 
du( tion of consumers’ goods. 

Idle term “( apital, ” used alone, is often ambiguous; it may 
reler to capital goods (just described), capital funds (described be- 
low), or (‘ven sometimes to capital values (the present value of al- 
most any future income stream). 

Modern methods of production always require capital funds. 
Money must be spent before it can be recovered; the output to be 
sold must first be produced. Funds must be poured out for equip- 
ment, lor materials, and for the labor and power needed to work 
up these materials to a point at which they are sufficiently proc- 
essed for sale. 'The jxnsons who provide the money needed to ac- 
(juire fixed and working capital are advancing capital funds. 

1 hese capitalists are “waiting” in the sense that there is a time in- 
terval between the date when the money is provided to purchase 
assets and the date when these funds are recouped. 

(-apital has several facets. On one side arc the capital funds that 
arc advanced, and on the other are the capital goods that the funds 
purchase. 1 he identity of the capital goods is constantly changing 
as specific machines and goods in process are replaced; but the 
value of the capital funds in the business may remain approxi- 
mately the same. (Capital funds represent community saving, and 
(apital goods represent community investment. For the economy 
as a whole, if certain sj)ecial definitions are adopted, aggregate 
saving must equal aggregate investment in value. 

Enterprise 

Of course labor, land, and capital funds do not spontaneously 
(ombine themselves and impersonally decide what to produce and 
how to produce it. I here is always a fourth facuw involved in pro- 
duction, which is sometimes called “enterprise” or “enterpreneur- 
ship. 1 he peculiar functions of entrepreneurship are combin- 
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ing the oHier factors of production, taking risks, and introducing 
new inventions and methods. 

In all countries the state performs some of these functions. For 
example, in the United States the federal government owns and 
operates the post office; in Great Britain the government also 
operates the telephone, the telegraph, and the coal mines; and in 
the Soviet Union the government owns and operates all industrial, 
and most agricultural, undertakings. When tlu' state assumes the 
role of entrepreneur, it may be able to transfer many risks to the 
shoulders of others,, but it is still a risk-taker on behalf of the com- 
munity. If it decides to use the economy's resourc es in unsound 
ways, the community will suffer a loss in well-being even though 
the government succeeds in balancing its books. 

In the United States, and in other predominantly free enter- 
prise economies, private interests assume most entrepreneurial re- 
sponsibilities. Tliere is usually some person who tliinks he 
a profital.)le way to supply an anticipated demand, who is abl 
organize the necessary factors into an operating concern, ^andfis^^^ 
is willing to gamble on the soundness of his judgment throu^^^ 
investment of money or effort. In tlie present century the eiiro-i 
preneur of a corporation may consist of those management officiaR^ 
and stockholders who cither originally promoted or now “spark” 
the concern. 

The factors of land, labor, and capital are conglomerates. 
Land consists of such heterogeneous elements as farm land, min- 
eral land, power-producing land, and so forth. Even farm land 
itself can be broken down into numerous kinds, such as grazing 
land, cereal land, and vegetable land. Similarly, there arc all 
sorts of labor — for example, the services of accountants, elevator 
operators, newspaper columnists, and cow hands. Capital goods 
are extremely varied because there arc numerous kinds of ma- 
chinery and specialized structures employed to help labor use and 
process natural resources. However, despite the heterogeneous 
composition of land, labor, and capital, their unique sources of 
supply often permit us to treat them as distinct categories. 

Opportunity Costs 

In every economy, whether socialistic or capitalistic, it is natu- 
rally impossible for any given productive agent to be employed 
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in two ways or in two places at once. Hence, at any given level 
of cinj)loyment ol land, labor, and capital, for the economy as a 
whole, it is presumably impossible, unless there is gross inefficiency 
somewhere in the system, to produce more of one good or service 
without producing less of some other good or service. This 
rather obvious fact lies beneath the idea of opportunity cost. 

It is always tlieoretically possible, if the level and efficiency of 
resources employment is given, to assess the cost of producing 
“good /I” in terms of the number of units of “good il” or “good 
that can no longer be produced if factors of production are 
diverted from making them and directed instead toward making 
//; for example (and this sort of dilemma is common in wartime), 
making 100 more airplanes may “cost” a production cut of 1,000 
automobiles or 10,000 refrigerators. Opportunity costs stress 
alternatives and tliey are measured by what must be foregone. 

A planned economy would need to know its various opportunity 
costs in order to determine the proper composition of the national 
output. If the price that the public will bid for a certain kind of 
car is 12 times as great as it will bid for a certain type of refriger- 
ator, and tlie oj^portunity cost of each extra car is 10 refrigerators, 
some resources should be diverted from refrigerator to car pro- 
duction. The outputs of different goods are in proper propor- 
tion if the barter rates that the public would establish are equal 
to their o|)portunity-cost ratios. The above principle provides 
a valid standard of resource allocation for both socialistic and cap- 
talistic economies. 

The Inevitability of Scarcity 

riie concept of opportunity cost would be meaningless if it 
Avere j)ossible to have more of A xvitJiout having to accept less of 
B or The o])j)ortunity-cost idea has significance because there 
is always a general scarcity of goods and services. Why is it that 
most goods are economic goods and that all goods are not free 
goods? Why is not each and every one of us able to satisfy all 
liis wants and needs? Do Ave exist in an “economy of scarcity” 
because of a consj)iracy on the part of a rich and privileged few? 

Occasionally people talk and Avrite as though the only obstacles 
to their enjoying all they Avanted Avere high prices and low in- 
comes. Hoav ever, second thought reveals that if the state doubled 
the money income of each of us, Ave would probably be able to 
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buy no more goods and services than before because prices might 
easily double. Then too, the enactment of a law cutting all prices 
in half would also fail to make more goods and services available 
to us because sales receipts are the source of incomes. 

The simple truth is that no economy will e\ er devise a way to 
enjoy goods and services not yet produced. The aggregate out- 
put of an economy, actual or potential, is limited. The principle 
limitations are (1) a preordained natural endowment, (2) the 
momentarily unchanging “state of the arts.” (S) the disutility of 
labor, (4) unwillingness to postpone sumptuary pleasure, and (5) 
reluctance to incur undue financial risk. 

(1) Preordained Natural Resources. The “land” factor of pro- 
duction is an unalterable fact that each economy must accept. Of 
course, it may be possible to reclaim land that previously was un- 
usable, as the Dutch did in the Zuider Zee, but this is really an 
example of labor employed to create real capital. New mineral 
reserves may be discovered through exploration and prospecting, 
but this is also an example of a return to labor and possibly to 
capital. Permanent natural resources may acquire new value 
through an advance in the state of the arts (for example, the ad- 
vent of the steam railroad made wheat-raising in the Canadian 
prairies commercially practical), but such additions to output do 
not depend upon the land factor. Each economy must be con- 
tent to make the best use of the natural resources with which it has 
been endowed. 

(2) ''State of the Arts.'" Man’s technology, that is his chemical, 
biological, and physical knowledge as applied to production, is 
constantly advancing. The rising living standards of the Occb 
dental world during the past century and a half are probably due 
more to progress in the state of the arts than to any other influence. 
However, the acquisition of such knowledge, although apparently 
at an accelerating rate, is slow and gradual. Fortunately, each 
economy can, to some extent, hasten the discovery of new and 
more productive inventions. 

(3) Disutility of Labor. The people of each economy could 
consume and produce more goods and services if they would work 
harder and longer. The tremendous combined military and civil- 
ian output of the United States during World Wai II, despite the 
fact that 1 1 million men were in the armed forces, was due to an 
expansion of the labor force and a lengthening of the work week. 
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IJ niortun^tclyy most jjcopit? dislike their work. However, there 
are exceptions; some people work short Iiours and would be bored 
if they had nothing to do; some jobs are extremely interesting or 
carry fame or power. Nonetheless, work usually occasions dis- 
utility, and this is a real, albeit often a psychological, cost, which 
must be paid if economic goods and services arc to be made avail- 
able. 

(1) LlminlUng^ficss lo Wait, Often, known productive tech- 
nic] lies, which in time would increase net output, are not put into 
practice because of the unwillingness of the community to invest 
the resources that these innovations would entail. In a free enter- 
prise economy there are generally some productive inventions 
that, because of the rate of interest, are excluded from use; this is 
due partly to tlie unwillingness of people to peystpone consump- 
tion and invest their savings. On the other hand, in a socialist 
economy, political pressures may make the leaders c^f the state 
refrain from public: investment programs that cause a reduction in 
tlie c:urrent level of consumption, although in a thoroughgoing 
police state this consideration will have little weight. Teclino- 
logical discoveries are of limited use in themselves if the capital 
funds or direc tc‘cl resourc:es needed to implement them arc not 
forthcoming. 

(5) Rrliu tanrr to I'ake Risk. In a free enterprise economy all 
private eutei preneurs must inevitably incur some risks. They are 
usually rc‘luctant to subjec:i themselves to huancial uncertainty 
unless they believe the future holds odds that are slightly on their 
side. Such a belief may be mistaken and it may be unreasonable, 
but it must exist if the entrepreneur is to perform his role. This 
is because, in general, entrepreneurs probably place a lower sub- 
jec'ti\e valuation on v clc:)llars c^f profit than on x dollars of loss. 
Risk-taking in a scx ialist economy, although it must be incurred, 
is |)iobably a weaker deterrent in most cases. 

I hese live elements prevent, at any given moment, a sudden 
increase in output, except under special c:ircumstanc:cs such as 
the outbreak of war, when the state may force more people into 
jobs or undertake investment itself. So far in the history of the 
world, except jDerhaps in some rather unusual places and cultures, 
these limitations on output have caused most goods and services to 
be economic rather than free. The needs and wants of most econ- 
omies are too lavish in relation to the scarce means of satisfying 
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them. The resulting condition ol general scarcity is not due to 
unsound government, improper organization of the economy, or 
the selfish manipulations of a few. The sense of incomplete 
satisfaction that netth's most consumers couM not be allayed 
for all of them as a group by lowering prices or increasing money 
incomes by edict. 

Of course it is barely concei\able that there mav be some p.ira 
disc in the world where there is no economic pioblem and where 
human wants fall behind th(‘ mcai s of satis! ving them. In para 
dise everyone can ha\e all he or she wants. Paradise might exist 
if (1) nature were extremely generous in growing liuit and vege- 
tables and in providing fish and game, (2) infant mortality or 
sexual practices kept the population at a low level, and (3) the 
community culture emphasized play and sports rather than the 
possession of material goods. However, such places arc certainly 
few and far between. 

It is because generalized scarcity is the rule in all nations that 
economics exists as a social science. If everyone cannot have 
everything he wants, obviously it is desirable that the national 
means of production be used to best advantage. I.and, lalior, and 
capital must be economized; they must not be employed to pro- 
duce goods and services of lesser importance than things that re- 
main unproduccd. It also becomes important that the available 
means of production, and especially lal)or, are not underemployed; 
underemployment in this sense means that extra goods and serv- 
ices, which possess more utility in use than the disutility of the 
labor necessary to produce them, could be made. In other words, 
it is desirable that the allocation among uses and the intensity of 
employment of all resources be optimum according to some stand- 
ard. One of the principal tasks of economic theory is to evolve 
yardsticks of desirability. What is the best resource allocation? 
What is the best level of employment? Another task of theory is 
to consider methods of implementation. Will pure competition 
give us the results that have been defined as optimum? Will state 
socialism be more likely to employ resources in a better manner? 
Final and exact answers to these questions naturally do not exist. 
However, we shall, in the rest of this book, outline a number of 
principles and theorems that do throw light on these crucial 
matters. 
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Statements for Consideration 

1. 'rhc real cost of production would be lessened in all respects if the 

j) 0 ]}uIation of each country were smaller. hvaluute 

2. Oj)portunity costs exist even when idle resources are available lor 
employment. 

‘h d'lie factor “land” includes far more than rock and soil. Lxl)lain 
f. J he notion of utility enters into many economic concepts. 

Exemplijy 

5. riicre would be no economic problem if human nature would so 

improve tiiat pcojde would share their wealth. Evaluate 

6. 1 lie purpose of economics is to explain how prices arc determined. 

Evahiale 

7. ^/’iie real costs disc ussed in this chajHer would also a])ply to a So- 
cialist econojfiy. Exemplify 

H. [I In: ( onsmnptioti of (UffcrcuL households can be comj)a)Ccl but not 
their utility front consuiuption. Explain 

9. .An invention thin reduced physical consumption rates might in- 
ciease real income. Evaluate 
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Four Ect)!ior''Ic Groups 


In order brtt( r lo griisp rlic operations of an economy, it is 
helpful to irnaoine it populated bv four different kinds of eco- 
nomic “persons.” I liese four -loups of “persons,” each of which 
will be defined bclo^v, ai(^ JiouseJiolds, firms, governments, and 
banks. Kach of these groujrs carries on transactions within and 
without its group. In tfiis cliapier we shall consider the inter- 
relations of households, firms, governments, and banks. The fol- 
lowing description applies only to the United States, Great Brit- 
ain, and other predominantly free enterprise economies. 

Households 

Half a century ago economic theory devoted considerable 
thought to the needs and behavior of consumers; but in many 
ways this emphasis on the consumer was not very useful. Babes- 
in-arrns are consumers, but they certainly do not make economic 
decisions. Moreover, although a few individuals, such as bache- 
lors, comprise single consuming units, tlic l^asic consuming unit is 
most often a household of people. A household comprises all 
those persons who live oft and spend from the same pool of income 
or effort. At the ])resent time there are probably forty-odd mil- 
lion households in the United States. 

Household Economics 

A fairly representative household might consist of a man, his 
wife, an adolescent boy, a girl in grade school, and an old mother- 
in-law. The man is the breadwinner, providing more than lialf 
the household income, l)ut this income is supplemented by a small 
annuity of the mother-in-law and part-time work of the boy. The 
man is the net provider, actually enjoying only a fraction of the 
income he contributes to the household, whereas all the others are 
net detractors. In effect, the various members of the household 

15 
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are pooling their income, and this is really a more significant 
criterion of a household than that these people exist under the 
same roof. 

Another characteristic of households is that goods and services 
are usually distributed within the consuming unit according to 
the needs of its members rather than according to tlieir incomes. 
Ill fact some breadwinners turn over their paychecks to their wives 
and receive in return a small allowance for personal spending, 
funic^r s demands for an electric train may take precedence over 
Dad’s need for a new hat. It is interesting to note that most 
households rouglily practice the communist ideal, still unrealized 
even in the Soviet Union, of “from each according to ability, to 
each Recording to need.” However, human nature usually pre- 
vents tiie operation of this principle beyond tlie immediate family. 

A substantial part of the real income ol most houseliolds is pro- 
diicxd within them and enjoyed directly. The homemaker of a 
household cc^oks the food, cleans the house, and may even try her 
hand at dressmaking and interierr decorating. (Perhaps someday 
housewivc's will present a weekly bill for all this work!) Rural 
households often raise part of their food supply, and some house- 
holds short circuit the market place by exchanging goods and 
“taking in eac h other’s washing.” At the other extreme are single 
men in cities who buy all their sumptuary goods and services from 
the economy. 

Households and Firms 

In the United States, approximately three-quarters of the trans- 
actions of households, as measured in dollars, are with firms. A 
firm is any pri\ate combination of productive factors engaged in 
furnishing gocxls and services for profit; this definition includes all 
private industrial, distributive, and agTicidtural enterprises, 
whether legally organized as proprietorships, partnerships, or 
corporations. Naturally this three-quarters fraction varies, de- 
pending upon the household and upon its income. A bachelor, 
who spends relatively more on liquor, tobacco, and other things 
bearing heavy excise taxes, will find that fewer of his dollars go 
to linns and more go to the government than would those of a 
household with many children and with the same income. 

I louseholds obtain current income from firms in the form of 
wages and salaries, rents, royalties, interest, dividends, and profits. 
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This income is the remrn for the productive ;;oods or services 
provided by members of the household. Naturally, the wages and 
salaries received for labor make up the bidk (>f all incomes except 
chose of the wealthiest households. 

The distinction between wages and profits and between firms 
and houieholds is sometimes ‘ little blurred in llie case of pro 
prietorsliLps and especially m the case of far tit families. Super- 
ficially, a farm may appear t-> have yiedded a profit income of $5,100 
to the farmer and his famil) tii a year. But perhaps two of the 
farmer’s grown sons and liie farmer himself worked for nothing 
on the farm for most of the year, and the family slaughtered the 
farm hogs for food. Let us further assume that the farmer and 


TABI.F. 1 

U. S. Households Receipts and Expenditures 1939, 1946, and 1948 • 
(Dollars in Billions) 



J939 

1946 

194S 

Household Income 

$73 

$177 

$212 

Labor Income-f- 

46 

113 

135 

Proprietors’ and Rcnial Income .. 

15 

42 

49 

Dividends 

4 

6 

8 

Personal Interest 

5 

8 

8 

Gifts (i.e., transfer paYinciits) 

3 

11 

11 

Persofial Taxes 

2 

19 

21 

Disposable Household Income 

70 

158 

191 

Household Consumption Expendi- 




lures J 

67 

144 

179 

Food and Tobacco 

21 

55 

65 

Clothing, Jewelry, etc 

8 

22 

24 

Cosmetics 

1 

2 

3 

Housing 

9 

13 

16 

Household Operation (r.g., utilities) 

9 

18 

24 

Medical Care and Death Expenses 

3 

6 

8 

Personal Business (e.g., brokerage). 

4 

5 

7 

Transportation 

6 

11 

18 

Recreation 

3 

8 

10 

Private Education and Research . . 

1 

1 

1 

Religion and Welfare 

1 

2 

2 

Foreign Travel and Remittances § 

— 

— 

1 

Household Saxnngs 

3 

15 

12 


* Source: U. S. Department of Commerce, National Income Supplement to the Survey of 
Current Business. 

t Total employer disbursements, minus social insurance deductions, plus o^her labor income, 
such as board and lodging. 

t Expenditure figures include excise taxes. 

§ Less than half a billion dollars in 1939 and 1946. 
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his sons could have hired themselves out lor $4,000 altogether and 
that the family ate up $200 worth of bacon, ham, and pork. 1 he 
farm (as a linn) then provided the family (or household) with an 
income of $5,(i00, including a wages income of $4,000 and profits 
of $1,600. 

Almost all tlie sumptuary goods and services that households 
specifically I)uy are purchased from firms. Table I shows the 
breakdown of household consumption expenditures by purpose 
and also the sources of household money receipts, personal taxes, 
and disjjosable income. The stable relation that each class of 
exjxaiditure l)cars to total household consumption is noteworthy. 

I h)useh()l(Is also have many money transactions with firms on 
( apiial account. 'They may buy or sell corporate securities; heads 
of families may invest funds in businesses that they own as pro- 
prietors; and ric h men sometimes make direct loans to small enter- 
prise's. 1 lowever, eapital transactions of this kind are not always 
e'oniinuing in the same diree:tion and are not part of the regular 
anel inevitable flow of payments. 

Households and Governments 

ikeause there arc so many government units, households pay 
more money to governments than is generally realized. In the 
Ihiited States, besides the federal government, there arc states, 
counties, and munic ipalities, as well as various special assessment 
districts. II we were to consider every taxing unit as a separate 
governnu'iit, there would he several thousand governments in the 
Ihiited States. 

A n'lati\ely small sum is paid by households to governments in 
direct payment lor specific purchases each year. For instance, the 
I'liiied States Post OHice roughly covers its costs from the prices 
it ( harges lor its services; on the state level, gasoline taxes and 
motor ^ (‘hi( Ic‘ lees usually ratlier more than pay for construction, 
maintenaiuc, and patrol ol highways; and local special assessments 
are usually directly related to the cost of street lighting, paving, 
or other siH'cial improvements. In these cases a household, when 
it ('leias to make a current payment to a government, gets sorne- 
thing in exciiange. In a sense, the government is in husiness and 
plaving the role ol a private firm; however, its power to discrimi- 
nate among its “customers” usually exceeds that of firms. 
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Most payments by households to governmenis (for example, 
personal income tax payments to the United St tes government, 
sales tax payments to certain slates, and read property tax pay- 
ments to municipaliiiesj are not man luv l>v an\ quid pro quo. 
These taxes go to fin.uice the general |n;iposes of government. 
Up to a point some of these taxes ( in be avoided, indirec t taxc s l)^^ 
living a v^ery Spartan and asc tic Ji'e, and Jin‘ct taxes by staving 
poor or moving to some other country; but Ic/r most people sik li 
escapes arc a greater evil thr** Hence many households pay 

for government sei ^ ic es and gifts that th(.*y do not receive and even 
for the prosecution of goveriiincnt policies that liiey resent. 

On the other hand there are many households that, for one 
reason or another, receive gifts of money that do not call for any 
quid pro quo. Some so-called social insurance schemes arc not 
genuinely self-supporting, but arc in part financed by grants from 
unearmarked government receipts. When this is so, the insur- 
ance beneficiaries, as a group, arc to some extent receiving a gift. 
In the past, demobilized war veterans have been voted large 
bonuses, which were never contemplated during hostilities. 
Whether the gift clement in these various payments and services is 
ecjuitable or desirable need not concern us and probably cannot be 
determined. These gifts are called “transfer payments.” 

Governments also provide a number of “free” goods and serv- 
ices, such as public education, libraries, and so on. Of course 
these benefits arc not free to the economy, for resources are used 
in providing them. I’hey are paid for indirectly through taxes 
instead of directly through prices. 

It is obvious that governments can proceed a long way either in 
equalizing income equalities or at least in neutralizing their effect. 
Progressive tax rates on personal income and inheritance and pro- 
portionate taxes on real and personal property help to finance 
education, medical care, and some measure of security for the 
young, the sick, and the poor. In Europe a number of national 
economies are slowly evolving into what have been described as 
“Welfare States,” in which the central government stands ready to 
aid all those who may suffer, undue hardship. 

However, in value terms, most payments of governments to 
households are in exchange for goods and services. Governments 
hire labor, rent land, borrow funds; in short, they require many 
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of the same productive agents as do firms. In the United States 
the various government units employ several million persons and 
pay over a billion dollars a year in interest to households. In 
addition, on capital account, governments and houseliolds are of 
course constantly buying and selling assets, such as government 
bonds, land, and surplus government equipment; for instance. 
United States bonds were purchased in considerable amount by 
many households during World War II. 

Households and Banks 

In any rich and industrial economy, such as that of the United 
States, tiiere are many corporations that serve as financial inter- 
mialiaries between households, firms, and governments; for ex- 
ample, commercial and savings banks, life insurance companies, 
and investment trusts and syndicates. Throughout this book 
these financial intermediaries will often be referred to collectively 
and called “banks.” Many households, perhaps a majority of 
tliem, at some time or another either entrust savings to banks or 
liorrow from them. Household savings may either be placed in 
a savings account to be used to purchase stock of some investment 
trust with funds that ar(? then reinvested by the trust or be paid 
as premiums to a life insurance company. Insurance premiums 
in part represent household savings if they arc paid for policies 
that have an increasing cash surrender value. Life insurance com- 
panies are among the largest investors in real estate and securities. 
In the United States more households probably save and invest 
more money through life insurance than in any other way. Con- 
versely, households are doing more and more borrowing from com- 
mercial l)anks and finance companies to pay for durable consumer 
goods, as ^vell as to settle emergency bills. Occasionally these 
funds come from the purchase by the public of finance companies' 
sec urities. However, these funds are often the result of addi- 
tional credit created by the commercial banks. During upswings 
ol jnosperity this extra credit, which is, in effect, new money, may 
push the upswung farther for a while. 

Firms 

Firms have been defined as “any private combination of pro- 
duct i\e factors engaged in furnishing goods and services for 
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profit.” Naturally this classification is too broad lor some pur- 
poses, and it is often helpful to distinguish between manufacturing 
firms, farms, wholesaling and retailing firms, service establish- 
ments, and so on. However, all firms possess one common de- 
nominator, the adding of value incidental Uj seeking profits. 

Gross Value Added 

A typical firm is engaged in unking tiie things it buys possess 
greater value. Thus a manufanuring firm may buy cereals to 
produce flour, or automobile parts to produce motor vehicles, or 
tobacco to produce cigarettes. A distributing firm, whether 
wholesaling or retailing, buys goods from suppliers, and then, 
after shipment and storage, resells them in smaller quantities at 
higher unit prices. An agricultural firm may buy range lambs 
and in time resell them, after special feeding, as fattened mutton. 
Usually, in each case, there will be an added value to the 
goods. 

Obviously, the value added by a firm will be greater than its 
profits. There are many expense items to be charged against the 
value-added figure before one can tell what profit, if any, remains. 
An examination of these offsets reveals the relations that firms 
have with households, governments, and banks. 

First, however, we must scrutinize a number of income cate- 
gories. Gross value added may be viewed loosely as total receipts 
minus all purchase costs. But both “total receipts” and “purchase 
costs” are rather vague notions. “Total receipts” are really the 
value of the finished output dining the time period in question; 
they are the receipts from the sale of the product plus the value of 
additions to finished inventories. This definition means that, if a 
firm produced nothing one year and sold entirely from inventory, 
it would have no value added for that period. 

On the other hand “purchase costs” are really the cost of pur- 
chased goods and services that have been used, as distinct from v^x- 
penditures for purchases; for example, a textile firm may purchase 
twice as much cotton in one year as it uses, in which case its pur- 
chase costs are payments for purchases minus the value of increases 
in purchased inventories. Purchased goods and services are usu- 
ally obtained from other firms (for example, contracted advertis- 
ing), occasionally from governments (for example, harbor and 
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(anal facilities), and from banks (for example, stock transfer serv- 
ices), but by definition exclude purchases from households. 

Net Value Added 

riiere arc a number of offsets against gross value added. These 
offsets, with one exception, provide flows of income to households, 
or governments, or possibly banks. The one exception is depre- 
( iation, which is a drain on the economy; it is not income for any 
grouj). 

It is the existence of depreciation that compels us to distinguish 
at this time between gross value added and net value added. The 
gross value added of a single firm, as we have seen, is the value of 
the produced output minus the value of the used purchases. In 
the case of a single firm again, gross value added minus deprecia- 
tion is ecpial to wluit is called net value added. The significance 
of this distinction lies in the fact, as we shall see in the next chap- 
ter, tliat tlie sum of all firms’ gross values added is equal to gross 
national product, whereas the sum of all firms’ net values added is 
e(jual to net national product. 

One of the other offsets against value added is indirect business 
taxes, such as excise taxes on output, real estate taxes on plants and 
tlieir sites, and so on. If these so-called business taxes are de- 
ducted from net value added, we are left with a number of offsets 
that ultimately provide income for households. These remaining 
offsets are wages and salaries before deductions for social security 
payments, interest, rent, and profits. Of course, in the case of a 
single firm, some interest, rent, or profit may be paid to another 
firm. However, if all firms are aggregated, the remaining net 
payment-flows become household income. 

Incidentally, in any year, profits are ecpial to the positive change 
in the value of a firm’s assets minus liabilities, calculated prior to 
any profits’ disbursement. From this basic definition it can be 
seen that profits need not be paid out and need not even take the 
form of money if retained; in fact they are usually already em- 
bodied in additions to equipment, inventories, or other real assets. 
These profits, which in reality are often increased real asset values, 
belong to the owners. When all firms are taken as a group, their 
net consolidated profits are considered the income of householders 
although no money is paid out. 

Table 2 summarizes the relations described above. 
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TABT.E 2 

The National Income Contribution and Value Added of a Single Firm 
Sales Receipts, 

plus Value of Additions to Output Inventories, 
equals Value of Output. 

Cost of Purchases, 

minus Value of Additions to Purchased Inventories 
equals Value of Lsed Pu. chases 
Value of Output, 

minus Value of l-srd Pun liases, 
equals Gross Value Added. 

Gross Value Added, 
minus Depreciation. 
equals Net Value Added. 

Net Value Added, 

equals Business Taxes 

plus Wages and Salaries (including Social Security), 
plus Interest, 
plus Rent, 
plus Profits. 

Note: The percentage relations of ‘‘gross value added” to “value of output” differs consider- 
ably among industries, being about 15% in eereal milling, 20% in ciKarette manufacturing, 
25% in automobile making, 75% in ice manufacturing, and 8U% in optical goods production. 


The categories with which we have been concerned are needed 
to estimate the productive contribution of a firm toward national 
income. In a free enterprise economy, four-fifths or more of the 
paid-for national income is produced annually by firms. Hence 
a thorough understanding of the value-added concept and of the 
groups that share this addition to value will be developed in our 
subsequent analysis of national income. 

Governments and Banks 

We have already pointed out there are numerous government 
units in a country the size of the United States and that these vari^ 
ous units have different functions and sources of revenue. 

Governments must resort to banks for a number of reasons 
Just as firms borrow to buy buildings and equipment, so do gov- 
ernments borrow in advance to pay for highways, school builds 
ings, and other public works. This is especially true in areas 
where population is increasing rapidly. Another very human 
and potent reason for government borrowing is that in no country 
does the public relish taxes as avidly as it does “free'* government 
benefits, and so there is always a tendency for government budgets 
to become unbalanced. And, in times of war, it is, of course. 
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hardly conceivable that all the expenditures of the national gov- 
ernment could be met from current taxes. In practice all govern- 
ments must occasionally borrow, and although they often try to 
sell bonds and notes to households and firms, they must also bor- 
row heavily from hanks. 

The banking system as a whole, that is the Federal Reserve 
Banks plus the commercial banks, alternately create and destroy 
money. Tlie active money stock of the United States at any time 
is roughly the value of the legal tender and commercial bank ac- 
counts owned by governments, firms, and households. When the 
flanking system extends credit, the value of commercial bank ac- 
counts rises, and in time some of this increase probably becomes 
circulating legal tender. The mechanics of these operations are 
described in (Chapter 5. 

As a general rule, in the United States, the Federal Reserve 
Banks and the commercial banks together expand their loans to 
firms and even households during periods of prosperity, thereby 
increasing the effective stock of money held by the non-bank pub- 
lic. The reverse normally occurs during periods of business de- 
pression. However, in tlie future, it is possible that a depression 
period contraction of credit and money may be somewhat miti- 
gated by government efforts to borrow from the banks for public 
works and otlier forms of deficit spending. 

The ever-increasing scope of federal fiscal operations has sug- 
gested the possibility to many economists that the United States 
government could seek indirectly to dampen future economic fluc- 
tuations. It is specifically argued that the Treasury should go into 
debt to the banking system during depressed times in order to 
lessen the normal contraction of money and vice versa. Just how 
effective this miglit be one naturally cannot predict. 

However, there can be little debate over the ability of the fed- 
eral government to increase the national money stock during war- 
time. Table 3 is offered in demonstration of this point. Line 7 
shows that, between mid- 1 939 and mid- 1945, the money stock 
owned by the non-bank public increased by 99.6 billion dollars 
to 267% of what it had been six years earlier. 

What was the basis of this extra one-hundred-odd billion dol- 
lars, and from where did it come? The lower part of the table 
supplies the ansner. The Federal Reserve Banks and the com- 
mercial banks together increased their holdings of federal secu- 
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rities by 87.6 billions. Loans amounting to 7.3 billions were made 
to war plants, farmers, and others. These banks also purchased 
4.1 billion dollars of imported and domestically mined gold. It 
is a rather startling realization that in six years the American bank- 
ing system, excluding savings banks, created and advanced con- 
siderably more money to the U. S. Treasury, and indirectly to the 
public, than the value of tlie entire national money stock owned 
outside the banks in 1939. 


TABLE 3 

Bank Financing or World War II ♦ 


(Dollars in Billions) 



June JO, 

Ju7ie JO, 



19J9 

1945 

Change 

Non- Bank Money Stock: 




1. Public’s Demand Deposits 

$27.1 

$69.1 

$41.7 

2. Public’s Time Deiiosits 

1.5.1 

27.2 

12.! 

3. Public’s Legal Tender 

G.O 

25.1 

19.1 

4. Treasury Commercial Bank Balances 

0.8 

21.1 

23.6 

5. Treasury Legal Tender and FRB Balances 

3..5 

2.9 

~4).6 

G. Miscellaneous Bank Accounts 

8.7 

12.1 

3.7 


— 


— 

7. Total Mofiey Stock 

$01. 4 

$161.0 

$99.6 

Bank Assets: 



! 

8. IJ. S. Securities 

$18.3 

$105.9 

.$87.6 

9. Loans 

IG.I 

23.7 

7.3 

10. Other Securities 

7.2 

6.8 

0.4 

11. Monetary Gold 

16.1 

20.2 

4.1 

12. Treasury (’urrency Outstanding 

2.9 

<1.1 

1.2 

13. Miscellaneous Bank Assets 

2.0 

1.4 

—0.6 

14. Total Bank Assets 

.$62.9 

$162.1 

$99.2 

Discrepajiries 

$1.5 

.$1.1 

$.4 


* Source: Federal Reserve Bulletins. 

Note: This table includes Federal Reserve Banks and Commercial Banks but excludes Sav- 
ings Banks. 


The banking system’s holdings of federal obligations are now 
so large that the future fiscal policy of the federal government will 
inevitably affect the economy at large. One cannot help but 
wonder, although in terms of practical politics it is probably in- 
conceivable, what would happen if Congress retired a substantial 
fraction of the increased federal debt over a period of years. On 
the other hand, if these offsetting additions to the federal debt and 
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the national money stock are permanent, other commercial credit 
fluctuations will be less important in the future than hitherto. 

An extreme and ludicrous supposition may make this clear. In 
1939, if in some way all the loans shown on line 9 of Table 3 had 
been repaid to the banking system and all non-United States se- 
curities shown on line 10 had been sold by the banking system, the 
total money stock would have been reduced immediately by 39%; 
if this same unlikely event had occurred in 1945, the money stock 
would have been reduced only 18%. Alternatively, to consider 
a less far-fetched hypothesis, if one-half of all the balances and cash 
advanced by the banking system to the entire economy, other than 
the Treasury, were somehow retired, the national money stock 
would today be directly curtailed by about only ten per cent. 

1 lonce, the debts owed to banks by firms, households, and lesser 
government units do not have the same monetary significance that 
they did as recently as one decade ago. Attention is centered 
nowadays on the interaction of Treasury and Federal Reserve poli- 
cies and upon tax and appropriation votes of the Congress. An 
iiH idental result of World War II has been to place the federal 
government even more irrevocably in the center of the national 
economy. 


Statements for Consideration 

1. Communism is practiced in most American households. Discuss 

2. Households enjoy more real income than they buy. Explain 

3. A fanner’s profit is the excess of his sales receipts over his money 

costs. Evaluate 

4. Many taxes could be legally avoided by living in a different man- 
gier. Discuss 

5. Social security deductions from wages and salaries should be con- 
sidered a lax rather than the payment of an insurance premium. 

Evaluate 

6. No government sciv icc is free so far as the economy is concerned. 

Explain 

7. Depreciation is cxjual to ‘‘gross value added'" minus “net value 

added.” Explain 

8. If a firm sells goods one year, but entirely from finished goods in- 
ventories because it has undertaken no production, it will have 
nevertheless contributed a “net value added" to national income. 

Evaluate 

9. I he debts owed to banks by firms and households do not have the 
same over all economic importance that they did a decade ago. 

Explain 
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3 

National Income Accounting 


It is logically possible to construct a system of accounts for a 
national economy, just as it is logically possible to set up an income 
statement for a single firm. Of course there are a number of 
practical differences; one of the most important of these differ- 
ences is the lack or unreliability of some of the necessary national 
economic data. On the tlieorctical side, there is also an im- 
portant difference; although one knows what a firm’s income state- 
ment should try to show, there is not always complete agreement 
as to what national economic accounts should measure. 

Some Basic Ideas 

What constitutes annual income in the case of a national ecom 
omy? Is national income the value of the money personally re- 
reived for economic activity? Is it the market value or the cost 
to firms of all the goods and services produced but not reused in 
production? Is it the net value of the consumer goods and services 
ac(iuired from the market or used u/} by households? Is the value 
of extra unused capital stocks a part of national income as well as 
that of consumer-goods output? These five questions demon- 
strate that national income can be an ambiguous concept despite 
the conventions that arc becoming established. 

Which definition of national income an ecoi'omist finally selects 
will depend in part upon whom he believes an economy should 
serve and in part upon what are practical units of measurement- 
Siiould an economy function for the sake of governments, firms, 
or Iiouseholds? Naturally, political philosophies differ, but a 
majority of economists agree that ideally the performance of an 
economy should be judged by its ability to provide goods and 
ser\ ices to households, wliether through firms or governments or 
even home production. 

On this basis, only consumer goods and services are, in the end, 

28 
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relevant to national income. I£ tliis is accepted, what then should 
the unit of measurement be? The real or psychic income of per- 
sons cannot be measured or compared, and so national incc'me 
cannot practically be defined as collective reuL income. It is also 
impossible to adopt a physical measure of national income because 
there is no way of aggregating a ton of steel, a yaid of cloth, a 
gallon of gasoline, and so on. lienee, in practice, national income 
has to be measured in money terms. Several reasons why this is 
an imperfect unit of measurement are set forth in the following 
chapter. 

Various alternative definitions of national income, neglecting 
production by governments, remain, even after one decides to 
emphasize consumer goods and use money values. One might 
still view national income, as any one of the following: 

(1) Production of consumer goods by firms; 

(2) Household purchases of consumer goods; 

(3) Household consumption of purchased consumer goods; 

(4) Economy-wide production of consumer goods; 

(5) Household consumption of all consumer goods. 

Perhaps one can best distinguish these rival concepts by illustrat- 
ing these categories in terms of women’s dresses. 

In a given year the following might all occur: (1) Firms produce 
$4 billions’ worth of women’s dresses (this is interesting but tells 
us little directly about the value of dresses used); (2) Women and 
their admirers purchase $6 billions’ worth of dresses, $2 billion of 
which come from output inventories (however, we still do not 
know whether some of these are put away in closets and left un- 
used); (3) Women use up $7 billions’ worth of store dresses, $1 
billion of which were bought in a previous, more prosperous year, 
and they are now “making them do”; (4) The economy as a whole 
produces $5 billions’ worth of dresses, $1 billion of which are 
homemade; (5) Altogether, women wear out $8 billions’ worth of 
dresses, $1 billion of which come from household stocks and 
another $2 billion from firms’ stocks. Should the contribution of 
women’s dresses to national income be listed at $4, $5, $6, $7, oi $8 
billions? 

A strong theoretical case might be made for defining national 
income as aggregate household consumption (item 5^ because this 
perhaps most closely approximates the concept of experienced real 
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income. Consumption, in turn, is equal to household spending 
on consumer goods, plus home production of consumer goods, 
plus decreases in houseliold stocks of consumer goods. Unfor- 
tunately, such a definition of national income is quite impractical 
because it requires unavailable data for measurement. Specifi- 
cally, the value of home production cannot be estimated, and the 
changing value of household stocks of consumer goods is largely 
unknown. 

Hence, the realistic choice, although theoretically imperfect 
perhaps, is between household purchases of consumer goods or 
services (item 2) or the production of consumer goods or services 
for sale (item 1). 

However, before going further, we must examine what is meant 
by consumer-goods production more closely. Let us consider the 
case of women’s dresses once again. There are several stages in the 
making of dresses. The fiber must be produced, it must be woven 
into fabric, and the fabric dyed, then cut, and so on. At any 
moment there exist stocks of fiber, stocks of woven but undyed 
cloth, stocks of dyed but uncut cloth, and so forth, just as there 
also exist stocks of finished but unsold dresses. Moreover, the 
size of each of these inventories may change between the beginning 
and end of a year. If an increase in the stocks of finished but un- 
sold dresses is considered to be production, it is only consistent to 
consider an increase in the stocks of dyed but uncut cloth as pro- 
duction. In fact, an increase in any work in process inventory, 
between the beginning and end of a year, is part of production. 

However, production includes even more than positive changes 
in materials and goods inventories. In textile manufacturing, for 
example, machinery and fiber are both used up; the fact that the 
liber is transformed immediately, whereas the machinery only 
dejneciates gradually, does not alter the using-iip process that is 
taking place. Hence, if an increase in fiber stocks is part of pro- 
duction, an increase in machinery stocks should also be counted 
as production, after due allow ance has been made for depreciation 
during the year. Alter all, if the economy ends a year with capital 
equipment having greater use value than at the beginning, this 
is ccrtamly a contribution to future welfare. 

Production, in short, is equal to household spending for con- 
sumer goods plus investment, where investment is the algebraic 
sum of additions to the value of stocks of finished consumer°goods. 
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intermediate matc'rials, and fixed capital. All these investment 
goods should naturally be valued at constant prices throughout 
the accounting period in any estimate of national production. 

National income is very much like a long river with many tribu- 
taries flowing into it. The mouth of tlie river, where it dis- 
charges, can best be thought of as analogous to the using up of 
consumer goods by households, in which case the waters of the 
home-production tributaries are also recorded. However it is 
easier to record the riv^er flow a little fuithcr up stream, below 
where the wholesale and retail tributaries come in but above the 
junction with the home production river. Then, as we proceed 
upstream, we pass the point where goods are in process and reach 
a stretch where goods are in raw material form. The water flow- 
ing in the tributaries we pass measures the value of the factors of 
production employed at each stage. The flow of water in the 
main river is the value of the goods passing the point of measure- 
ment. The measured rate of water flow halfway up the main 
stream will obviously be much smaller than at its mouth. Also, 
we clearly do not wish our estimate to depend upon the arbitrarily 
selected point of measurement. Either we must measure the 
water flow of each tributary where it Joins the main river or take 
our recordings as close to the mouth of the river as possible. Ac- 
tually, during certain flood stages, the former may exceed the 
latter. The water of the tributaries (production in the aggregate) 
then stores up in the river (investment) and only at a later day 
flows out into the sea (consumption). 

Gross and Net National Product 

During the past decade a great deal of experience in the meas- 
urement of national income has accumulated. Logical perfection 
has given way to practical possibility. For example, as already 
explained, the home work contributions of households to national 
income cannot be measured, and it is convenient to ignore them. 
In this case we must estimate such items as gross national product 
and net national product in terms of the activities of firms and 
governments. For the sake of simple exposition we shall first as- 
sume that only firms are truly productive and then amend this 
assumption by supposing that all government activities that pro- 
duce goods and services are also productive. 

In the previous chapter the value added of a single firm was 
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defined as tJie value of output (i.c., output sold plus extra output 
inventory) minus the value of used purchases (i.e., cost of pur- 
chases minus extra purchased inventories). The difference re- 
maining after this subtraction was called gross value added. It 
is obviously possible to sum together the gross value added of each 
and every firm in the economy. If all the production of an econ- 
omy were carried on o?ily by firms, the above total v/ould be the 
value of what economists term the gross national product. 

Tlie gross national product (still assuming that only firms and 
not governments produce goods and services) can be computed by 
another means, algebraically identical with the one given in the 
preceding paragraph. The total sales receipts of all firms minus 
the total of all inter-firm purchases, plus all additions to all firms' 
working capital, fixed capital, and output inventories, will also 
equal gross national product. 

Incidentally, gross national product is calculated in a manner 
that renders its magnitude immune to a greater or lesser degree of 
lousiness integration. If the number of productive units were 
doubled, the gross value of firms' outputs would increase, but the 
value of used inter-firm purchases would increase by exactly the 
same amount. Gross national product can be loosely thought of 
as the “once counted outinit” of all the economy’s producing units. 

In reality governments as well as firms produce some goods and 
services that directly or indirectly benefit households. Whether 
these benefits are really commensurate with total government ex- 
penditures is a controversial subject and will be discussed toward 
the end of the chapter. For the moment, we shall prejudge this 
issue by assuming that all economic activities of governments are 
just as productive as those of firms, dollar for dollar. 

The value of firms’ outputs is estimated in terms of selling price. 
Mouever, governments do not sell their goods and services, except 
in a few special instances, and so another rule for estimating the 
worth of government activities must be devised. A common 
method is to estimate the value of government activity according 
to its cost. I1ie expenditures of government on providing goods 
and services, such as education and highways, are thus viewed as 
the gross value of government output. 

However it is the value added by government that is significant 
lor national income accounting. If a municipal government 
spends a million dollars on its police force each year, and $400,000 
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of this is for the purchase of automobiles and other equipment, the 
gross value added by government is only $ 600 , 000 . Flence the 
contribution of governments to gross national product under our 
assumptions is their total outlay on providing goods and services 
minus the cost of all goods purchased from firms or other govern- 
ment units. 

Gross national product overstates the value of goods and services 
that could be continuously sold to households for consumption or 
sold to others for net investment. One reason for this is that one 
of the offsets to* gross value added by eacli firm is depreciation. 
Part of the use value of the structures and equipment of everv firm 
and government is lost through depreciation each year. In some 
cases this depreciation may be a function of use and in others a 
function of time. In either event there has been a partial wearing 
out of fixed capital, just as some of the working capital inventories 
have disappeared through processing. Sooner or later this wear- 
ing out of fixed capital must be faced by the economy. Its even- 
tual recognition is of course inevitable when buildings and 
machinery finally cease to work. However a sound system of na- 
tional income accounting should make allowances for annual de- 
preciation as it proceeds each year. 

We may say therefore that the gross value added of a firm, minus 
allowance for depreciation within that firm, is equal to its net 
value added. If the net value added of each and every firm ^vere 
summed up, and still assuming that only firms produce goods and 
services, we should have what many economists call net national 
income. Sometimes this is called national income at market price. 

National Income 

Firms make many current payments that are not purchases and 
for which there is no specific quid pro quo. Governments also 
make current payments to firms for reasons other than the pur- 
chase of goods and services. Most of these payments must be 
added to or subtracted from net national product to obtain what 
is sometimes called national factor income or just national income. 

Let us first consider two kinds of non-purchase payments by 
firms. One of these is indirect business taxes. The other is busi- 
ness transfer payments. 

Indirect business taxes are taxes paid by firms irrespective of 
their annual profit showing; examples are consumer sales taxes. 
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excise taxes, and taxes on firms* real estate. Some firms, such as 
those that refine gasoline, make cigarettes, or produce whiskey, 
are substantial but unpaid tax collectors for the government. In- 
direct business taxes should be deducted from net national product 
as one step toward estimating national income. 

The main reason for such a deduction is that the inclusion of 
business taxes involves double counting. They enter into the net 
value added of both firms and governments. The net value added 
of each government unit is equal to its expenditures, minus used 
purchases from otlier firms and governments, and minus current 
depreciation. Part of this net value added of government is 
financed by Inisiness taxes. However business taxes are also part 
of the net value added of firms. In order to prevent their inclu- 
sion twice tliey must be subtracted once. 

An example may make this clearer. Let us suppose that the 
federal government plans extra activities costing and worth an 
additional $1,000 millions, of which $750 millions is to be spent 
on extra purchases from firms and $250 millions is to be paid 
directly to households as wages. It is decided to finance all this 
by raising business taxes $1,000 millions. The net value that is 
added directly by the federal government is $250 millions. How- 
ever the net value added of all firms will probably increase about 
$1,750 millions. Has the national income really jumped $2,000 
millions? No, it has not. Two dollars for one in this case is not 
modern magic but simply double counting. 

The net value added of all firms will increase by about $1,750 
millions, rather than merely $750 millions, because firms expect, 
and in the long run on an average they probably manage, at least 
to break even financially. If business taxes are increased, prices 
will sooner or later be increased too, although temporarily profits 
and other forms of personal income may be pinched, especially if 
the tax cannot be passed on to buyers immediately. The extra 
national income contribution of these firms is then really $750 
millions, obtained by deducting the additional business taxes from 
the extra net value added of firms. The remaining $750 millions 
become personal income such as profits, rents, interest, or wages. 

Of course it is conceivable that firms might only be able to shift 
$600 millions of these extra $1,000 millions of taxes on to con- 
sumers. In this case, the net value added of all firms will rise by 
only $1,350 millions, and national income, after deducting $1,000 
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millions in order to avoid double counting, will only rise by $600 
millions. This $600 millions extra national income is made up of 
the $250 millions paid directly to government employees and the 
extra market value atter business taxes of firms* outputs amount- 
ing to $350 millions. The $1,000 millions spent by the govern- 
ment has then increased national income by only $600 millions 
according to our accounting because tliere has been a reduction of 
$400 millions in profits and other factor inconjcs. 

Business transfer payments an' essentially gifts and are not made 
as part of an economic cxciiaiige. One example would be con- 
tributions to universities for endowing special l aboratories; how- 
ever, when the recipients spend this money for equipment, there 
will be a contribution to national income. Business transfer pay- 
ments should also be deducted from gross national product in 
estimating national income because transfer payments are not 
matched by economic production. 

On the other hand we have so far ignored government subsidies 
to business and agriculture. These payments are in fact not in- 
cluded in the sales receipts figures of firms and they are not a gov- 
ernment purchase because possession of the subsidized output may 
remain in private hands. And yet these subsidies are conditional 
upon production and do occasion some increase in output. Extra 
output that is due to subsidization should be included in national 
income. Of course no one can ever know just how much of the 
production of beet sugar, or strategic minerals, or soybeans is due 
to a government subsidy or support price. Convention usually 
assumes that the extra output caused by the subsidy is equal in 
value to the total cost to the government of the subsidy. Inci- 
dentally, there are some government agencies that operate at a 
j)rofit, and so obtain a reverse subsidy, as it were; one might as well 
cancel these government profits off against the government sub- 
sidies in a single adjustment. 

We can now summarize by stating that national factor income is 
equal to net national product, minus indirect business taxes, minus 
business transfer payments, and plus subsidies to business less 
operating surpluses of government enterprises. 

National factor income, obtained in this way, is an estimate of 
the value of the economy’s production measuied at factor cost. 
Factor cost refers to the income that is attributable to factors of 
production for their share in making the output. Stated in an- 
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other way, national income at factor cost expresses the profit, 
wages, rent, and interest due to households because of their 
participation in production. Actually the spendable incomes re- 
ceived by Jiouseholds differ from national income at factor cost 
for a number of reasons to be set forth in the next section. 

The distinction between net national product and national in- 
come is already evident. The former is valued at market prices 
and the latter at factor prices. In the United States there are in 
j)racti(:e two major items that render the market price estimate 
different from tlie factor price estimate. The first is indirect busi- 
ness taxes, which firms collect from their customers but do not 
j)ay out to factors of production. The second is subsidies received 
by firms from governments, which arc not included in market 
receipts but much of which are paid out to factors for additional 
outjnit. In the United States, net national product is larger than 
national income, because indirect business taxes are greater than 
siil)sidies by governments. However this ranking of magnitude 
might conceivably be reversed in a country where enormous food 
and clothing subsidies were financed by other than business taxes. 

Personal Income 

National income, estimated at factor cost, is equal to the earn- 
ings of factors at source; but it is not equal to the money receipts 
of household members. There are a number of reasons why na- 
tional factor income differs from personal income. The necessary 
adjustment items will now be considered. 

First, some of the enterprises making profits are legally organized 
as corporations, and hence subject to corporate income taxes as 
well as excess profits taxes in certain years; these tax liabilities must 
be deducted from national factor income. 

Second, many firms retain some of their profits, possibly as cash, 
but probably in the form of physical additions to working or fixed 
capital. These undistributed profits should also be deducted 
from national income in estimating personal incomes. Logically 
this subtraction should occur whether firms that retain profits are 
corporations, partnerships, or simply proprietorships; in practice, 
adeejuate data arc readily available only for corporations. 

Third, accounting statements of the profits and losses of business 
firms, as distinct from farm enterprises, include profits or losses 
occasioned by changes in the value of materials and inventories. 
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These profits and losses in money terms are quite real for those 
who receive or suffer them; for instance, in a period when prices 
are rising, a textile mill that sells cloth in one year, made out of 
cotton and wool bought during the previous year, will realize a 
special increment in dollar profits on this account. These in- 
ventory profits are properly included in personal income. How- 
ever they are also quite properly excluded from gross national 
product, net national product, and national factor income, in esti- 
mating which average prices for the year are employed. Obvi- 
ously an adjustment is necessary when the book value at which a 
firm has previously bought materials is different from their value 
as computed from average prices for the year in which they were 
liquidated. If the book value, based on purchase cost, is less than 
the mean price of the liquidating year, the difference must bi. 
added to obtain personal income from national factor income. 
Conversely, in a period of declining prices, personal incomes will 
fall even further below national factor income than usual because 
of inventory losses. 

Fourth, a small percentage of many employees* wages or salaries 
are deducted by the employer and remitted to the federal govern- 
ment, and to some state governments, to finance social security 
benefits. Those employees who are ''covered’* have earned these 
deductions but they do not receive them, except perhaps later and 
indirectly as social security benefits. Social insurance deductions 
must be deducted from national income when estimating personal 
income. 

Fifth, governments pay out far more as interest on their debts 
than they receive from those who are indebted to them; net in- 
terest paid by governments should be added, because it is excluded 
from national income for reasons explained in the next section. 

Sixth, governments make very considerable transfer payments 
to individuals, and these must be included in personal income. 
A transfer payment is a payment for which no quid pro quo is 
exacted; payrhents to veterans and certain disability benefits are 
included in this category. Firms also make transfer payments to 
households. Some companies voluntarily decide to award pen- 
sions to old employees. Some consumers, by refusing to pay their 
debts to stores and other firms, in effect, through these bad debts, 
transform “sales** into “gifts.” However only transfer payments 
by governments and firms to households should be added in esti- 
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mating personal inc:omc. Transfer payments among individuals 
should be ignored, as for example wlien Dad gives liis daughter 
$1,000 as a wedding present. Such a transfer does not increase the 
incomes of households in general but simply redistributes buying 
power among them. 

Hence, in summary, personal income is equal to national in- 
come, minus corporate income and profits tax liability, minus un- 
distributed j:)rolits, plus inventory adjustment when materials have 
been bought below average prices for the year, minus social se- 
curity deductions, j)lus government net interest payments, plus 
government transfer payments, plus business transfer payments. 

Personal income should logically include the value of income 
received in kind, as for example when a family’s cook gets board 
and lodging in addition to her wage. However many of these 
su])jdemeius to iiuome escape statistical detection. These real 
earnings and services of domestic employees should logically be 
included in national income also. 

Personal income is not disposable income. For many people 
disposable income is much less than personal income because of 
income tax payments. Nor is aggregate disposable income neces- 
sarily the same thing as total consumer spending. Many house- 
holds may save ]xirt of their incomes, not spending them all on 
consumer goods but investing through life insurance policies or 
savings deposits, or even hiding currency in strange places. Other 
households may of course dissave for a time. 

National Income Estimates by the 
Department of Commerce 

During recent years the Department of Commerce of the United 
States has evolved a systematic set of national income accounts. 
In various particulars the economists respon.sible for this remark- 
able development have been forced by reason of inadequate data 
to adopt procedures having welfare implications that arc not uni- 
versally accepted. Nevertheless, the Commerce Department esti- 
mates are, all in all, incomparable and outstanding. In time, al- 
though they arc imperfect, the Commerce estimates, accounting 
systems, and terminology will probably become standard within 
the United States. 

Fable J lurnishes estimates for certain income categories already 
defined and described. Fhe item termed “statistical discrepancy,*’ 
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amounting to several billion dollars in some years, may arouse 
queries. The simple truth is that even an important government 
agency cannot possibly succeed in compiling sets of estimates that 
will exactly match. Gross national prodiu l estimates are based 
on one set of data. Personal income estimates are derived from 
another set of data. Moreover these dilierent sets of data may 
have been originally collected by many different agencies for <lif- 
ferent reasons and employing different definitions. The statistical 
discrepancy item in Table 1 marries, as it were, the top and bottom 
parts of the table. How this discrepancy should be spread over 
the various other categories one naturally cannot know. Actually 
the arithmetic sum of all the errors and biases may be far greater 
than the algebraic difference cited in the table. This net dis- 
crepancy varies from about 1 to 3 per cent of national income. 
Under these circumstances, only an illusion of accuracy is created 
by estimating the values of accounts to the nearest million dollars, 
as is often done. 


TABLE 1 


Principal O^OMPONEN rs of Unfikd States 

Nation At. 

1 NCOMF, 


(Dollars to Nearest Billions) 

1930 

19:6 

ms 

Gross National Product 

$91 

$213 

$262 

Less Depreciation* 

8 

12 

15 

Net National Product 

83 

201 

217 

Less Indirect Business Taxes 

9 

17 

20 

IMiis Siibsidiest 

- 

1 

- 

Less Business T ransfer Payincnis 

- 

1 

1 

Statistical Discrepancy 

1 

4 

- 

National (Factor) Income 

73 

180 

226 

Less Corporate Profits Taxes 

1 

10 

14 

Less Undistributed Profitst 

1 

8 

13 

Plus Corporate Inventory Adjustincnl 

1 

5 

2 

Less Social Insurance Contributions 

2 

C) 

5 

Plus Cioverninent Net Interest 

1 

4 

4 

Plus Government T ransfer Payments 

3 

11 

11 

Plus Business T ransfer Payments 


1 

1 

Personal Income 

73 

177 

212 

* Includes other kinds of capital consumpf on, urh a.s 

accidental 

losses from 

fire, and 


so forth. 

t Subsidies here ;irc net after deductions for government enterprise surpluses. 

:t Applies only to firms organized as corporations. 

Source: U. S. Department of Commerce, Survey of Current Bitsiucss, July Ib.V). 


No intelligent person can long regard a set of estimates such as 
those contained in Table 4 without asking himself what they 
mean. The national income estimate for 1946 is |180 billions, 
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whereas for 1939 it is $73 billions, for example. Is this increase 
“good” or “bad” and in what sense and under what conditions? 
Some problems of inference are touched upon in the succeeding 
chapter. 

The Government Contribution 

One of the most vexing problems confronting economists con- 
cerned with estimating national income is how to value the con- 
tribution of governments. Actually, and one might as well admit 
it at the outset, no definitive and entirely satisfactory conclusion 
has been reached in this regard. However there are certain rather 
obvious comments tliat might be made. 

Let us briefly review the orthodox Department of Commerce 
method of accounting for major types of government expenditure. 
Chirrent government activities — for example, street lighting, pub- 
lic health regulation, and national defense — are all included in 
national income and valued at their current expense. Govern- 
ment subsidies to business to encourage output are similarly valued 
and added to net naticjnal product to obtain national income at 
factor prices. However government transfer payments to house- 
holds, I’or which there is no economic quid pro quo, are not in- 
cluded in national income although these comprise part of per- 
sonal income. Net payments of interest by governments to 
households are Iiandled in the same way as government transfer 
payments. 

A number oi objections can be raised against these accounting 
methods if one conc eives of national income as a value estimate of 
produc tion tliat contributes directly or indirectly to the satisfaction 
c:)f household wants and needs. 

For example, during some years of World War II, national de- 
fense was responsible for most of the federal budget and almost 
half the production of the economy. Should these enormous dis- 
bursements for tanks, bombers, atomic weapons, and so on, none 
of which c ould be enjoyed by consumers, be considered part of 
national income? It is true that expenditures for these things 
gave rise to j^ersonal incomes such as wages. But war workers 
never produced anything they could buy with their earnings; tanks 
are not normally found on sale in department stores or elsewhere. 
The tendency of consumer goods prices to rise, often in violation 
of law. confirmed the fact that national defense outputs and ex- 
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penditures are not national income. Against this it is sometimes 
asserted that national defense expenditures arc the price the econ- 
omy pays in certain years for freedom and liberty. 

Regulation is an important I unction of ;;'ovcrnnient; for ex- 
ample, the federal government regulates the railroads through the 
Interstate Commene Commission; alse# the states have factory 
safety laws, and the niuniripalitics have building codes. The 
administration of these reguiations costs money and such govern- 
ment expenditures enter into national income. Are these regula- 
tions worth more or less than what they cost? People often dis- 
agree violently on this subject, but no one reall\ knows what these 
services are worth. 

Government subsidies in many cases do not occasion an increase 
in net income proportionate to their cost despite the accounting 
convention that they do. For example, a typical mine may be 
producing ore having a metal equivalent of 1,000 tons, for which 
the pure metal price is $250 a ton. Perhaps the federal govern- 
ment wishes to stimulate production of this ore and metal for na- 
tional defense reasons and so sets a support price of $300 for the 
equivalent of a ton of pure metal. The mine operator then 
puslies production to 1,200 tons under this stimulus. Before, his 
revenue was $250,000; now it is $360,000. Because of this inci- 
dent, national income has supposedly risen $110,000, or 44 per 
cent; but output has only increased in fact by 200 tons or 20 per 
cent. On the other hand, perhaps the value of this ore to the 
economy has risen 20% per ton. On reflection, the orthodox 
method of estimating national income depends for its reasonable- 
ness in part on the assumption that subsidy prices reflect use values. 
However there is little reason to suppose that this is so. 

In case of government transfer payments to households, it is 
evidently proper to exclude them from national income, even 
though they are included in personal income. There is no eco- 
nomic contribution on the part of a transfer payee by definition. 
If such transfer payments were included in national income it 
would be a simple matter to raise ttie national income. A law 
that required the federal government to give each U.S. citizen 
$1,000 a year would nominally increase the national income by 
about $150 billions, but where would be the extra goods for house- 
holds to purchase with this extra personal income? 

The conventional method of excluding net government interest 
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from national income is probably sound in the main. Most of the 
interest paid on the federal debt is for past wars. In essence, the 
government is simply transferring money from taxpayers to bond- 
holders because of a debt incurred for the purchase of war goods 
that have long ago been destroyed, shot off, or abandoned. How- 
ever, the situation may be somewhat different in the case of local 
governments, which often pay interest on money borrowed for 
durable public improvements, such as streets and sewers and 
utilities. The value of the services provided by these public 
works may l)e sufTicient to cover interest payments as well as their 
other costs. If the interest paid by a private firm on money bor- 
rowed to ol)tain an increased private water supply is part of na- 
tional income, why is not the interest on municipal borrowings 
undertaken to construct a sewer system? Perhaps it would be a 
better ai:)])roximaLion if the interest paid by state and local gov- 
ernments were included in national income but if that paid by the 
federal government continued to be excluded. 

A word should be added regarding capital transactions by gov- 
ernments. When governments borrow capital funds from house- 
holds or linns in exchange for government securities, or when 
governments repay these loans, none of the various accounts ap- 
pearing in I’able I are directly affected. If governments purchase 
real capital goods, such as air route beacons, at exactly the rate at 
which they wear out, these replacements should enlarge gross na- 
tional product but not net national product. When governments 
make net investments, as for example when the U.S. constructed 
Hoover Dam on the Colorado River, national income is increased 
as well as gross and not national products. 

Market Price or Factor Cost? 

The Dejxirtment of Commerce, as we have seen, attempts in the 
main to value national income at what is often called “factor cost”; 
for instance, cigarettes arc included in national income, not at the 
price paid for them by users, but according to the net price re- 
ceived by the seller after deducting excise and other business taxes. 
Hotvever, some economists have adopted the alternative approach 
of \'aluing each output, for national income purposes, according to 
its market price. Wdiat are some of the implications and problems 
of the market price approach? 

One argument frequently advanced in favor of the market price 
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method is that, inasmuch as it is the market price that buyers pay, 
market price valuations give a better idea of the relative use values 
of different kinds of goods. A potential buyer of different goods 
makes up his mind in terms of their relative n arket prices; he does 
not stop to analyze liow much of the cost of a carton of cigarettes 
or a case of whiskey is really tax. On die other hand, if a good 
is suddenly taxed, and this tax is passed on to buyers thiough a 
higher price, it seems rather artilicial to assert that this particular 
kind of good now contributes more satisfaction and national in- 
come just because it has been selected by government as a source of 
revenue. 

One difficulty inherent in the market price approach is that it 
cannot be used to value the goods and services provided by govern- 
ment. For example, we do not know the number of units of 
justice or health protection supplied by governments each year, 
and these benefits do not carry price tags. Hence, in practice, the 
government output has almost entirely to be valued at cost; and, if 
the market price method is used for valuing firms’ outputs, total 
business taxes must be deducted from total government outlay in 
order to avoid double-counting these taxes. Incidentally, so-called 
business taxes constitute less than half of total government outlays 
and tend to be smaller in the aggregate than income taxes. 

Actually the factor cost approach, as used I)y the Department of 
Commerce, should indicate changes in the relative contributions 
of different industries to national income. Tliese “factor costs” 
include profits. Consequently, if the public demand for auto- 
mobiles increases markedly one year, the net price of, and the 
profits on, each automobile will probably rise. If the tax struc- 
ture remains unchanged, market prices and revenues less taxes per 
unit will tend to move up and do^vn together over time. As long 
as entrepreneurial returns arc included in factor costs, as they are, 
the factor cost and market price methods of valuing different out- 
puts will probably indicate rather similar fluctuations in national 
income, both in the aggregate and by industries, from year to year. 

Dual Aspects of National Income 

It must now be evident that there are two different approaclies 
that can be followed in estimating national income. One is to 
start by summing the gross value added by the activities of firms 
and governments, and so obtaining gross national product; after 
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this a deduction for depreciation, another for indirect business 
taxes, and an addition for subsidies are the principal adjustments 
in estimating national income. However an alternative start can 
be made with personal income, after which a number of adjust- 
ments, the most important of which involve government interest 
and transfer payments, social security collections, and undis- 
tributed profits, are needed to reach national income. If the statis- 
tical data were perfect in each case, these two divergent approaches 
sliould yield the same estimate of national income. 

J he existence of these two approaches stems from the nature of 
economic activity. The economic activity of each firm gives rise 
to two kinds of flows; one is a flow of goods and services and the 
other is a flow of money to those who participated in their produc- 
ti(m. The economic activities of governments also give rise to a 
flow of goods and services, although some of these may not be of 
much direct or indirect use to households — as well as a flow of 
money to government employees, men in the services, suj^pliers 
and contractors, and so on. 

1 his dual aspect of economic activity is also evident when one 
considers investment and saving. Investment is all that gross 
product which has not been sold for personal consumption, and 
which has not been used up in producing output; hence it is a 
j)hysical affair, even though it has to be measured by a common 
denominator such as money. Saving is all factor income at source 
minus personal expenditures for consumption. These two defini- 
tions, when apjflied to our system of national income accounts, 
should give us similar estimates of the value of investment and of 
savings. If they do not, it is because of the inadequate data avail- 
able. Logically investment and savings must be equal in value 
because conceptually they are identical. 

Statements for Consideration 

1. National income is measured in dollar values although logically 

this is invalid. ' Explain 

2. Household (onsumpiion, for two reasons, probably fluctuates less 

from periods of prosperity to depression than does household 
bu)ing. ^ Explain 

o. Production is like the inflow of a pipeline, and consumer pur- 
chases the outflow; although these may differ, either might just 
as logically be called national income. Discuss 

4. One effect of numerous small firms* being replaced by fewer large 
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ones is that gross national product exceeds net national product 
by a smaller amount. Evaluate 

5. The valuation of the national income contributions of govern- 

ments and firms is logically different and this inconsistency is 
rather unsatisfactory. Discuss 

6. National income could conceivably exceed net national product 

although the reverse is the case in the U. S. Explaiu 

7. There arc many steps between national income and personal in- 
come. Exemplify 

8. The relationship of gross value added to net value added is almost 
the same as that of gross national product to net national product. 

Evaluate 

9. Transfer payments may alter the magnitude ol net national prod- 
uct, national income, and personal income. Discuss 

10. The deduction of indirect business taxes from national product as 

a step to national income only eliminates double counting if such 
taxes do not affect business profits. Exjaluate 

11. Government services arc just as much worth their cost as is the 

output of firms. Discuss 

12. Economic activity gives rise to two kinds of flows. Explain 
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General Welfare and National Income 

We must now consider the welfare significance of national in- 
come estimates. We have analyzed the system of accounts de- 
veloped and publicized by the Depart- 
ment of Commerce. What welfare 
inferences can be drawn from these 
published estimates? 

The Significance of Various Flows 

^ Already a number of different flows 
have been mentioned. These include 
gross national product (GNP), net na- 
tional product (NNP), national factor 
income (NFI), personal income (PI), 
and consumer spending (CS). The 
welfare significances of these flows dif- 
j fer and each concept is needed to an- 
swer different questions. 

Figure 1 is designed to illustrate the 
relationships of certain major income 
Hows. In some respects, national in- 
come accounting is not unlike a plumb- 
Fig. 1. The Hydraulics of Na- ing system, comjdete with connecting 
tional Income Flows and Stocks, Storage tanks, floW meters, valves, 

and taps. The locations of these flow meters are shown in Fig. 1 
by caj)ital letters. The national income flows that the meters 
record are as follows: 

A. Gross national product 

B. Indirect business taxes and business transfer payments 

C. Subsidies (minus current surpluses of government enter- 

prises) 

D. National factor income before allowances for depreciation 
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E. Depreciation (includes all forms of capital consumption) 

F. National factor income (NFI) 

G. Private firm contributions to NFI 

H. Government contributions to NFI 

I. Consumer spending 

J. Government purchases from firms 

K. “Free” government aids to honscliolds 

L. Home production 

M. Experienced household income 

There are also five tanks designated by letters, namely: 

N. Government investment 

O. Private fixed capital 

P. Private working capital 

Q. Unsold private output 

R. Household stocks of consumer goods 

If the flow at F (i.e., NFI) is greater than the combined flows 
at K (i.e., free government aids to households) and I (i.e., con- 
sumer spending), it must be that the N, O, P, and Q tanks are on 
balance filling up (i.e., there is net government and firm invest- 
ment taken together). 

In welfare economics we are presumably concerned with the 
consumption of households (M); however, as already stated; we 
have no reliable estimates of home production (L) or of changes in 
households’ stocks of consumer goods (R). We are thus left with 
consumer spending (I) and free government aids to households 
(K). Data on consumer spending (I) are adequate. But estimates 
of free government aids (K) are not satisfactory. 

One might well ask how it is that, supposedly having definite 
and reasonable estimates of National Factor Income (F) and con- 
sumer spending (I), we do not know free government aids (K). 
The trouble is that the value of all the investment items that lie 
between are uncertain. Estimates are available for commodity 
inventories; that is to say, for working capital (P) and unsold final 
output (Q). However, changes in fixed capital investment are 
far less reliable. There are estimates for gross private investment, 
but the deductions for capital consumption allowances may be only 
a rough approximation of yearly depieciation. Net private fixed 
investment (O) is in turn rendered rather problematical. The 
situation is even less satisfactory in the government investment 
sector. It is often difficult to know^ how much of the expenditures 
by governments are for net investment (N) and how much for 
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current output of good^ and services (K). Naturally, the degree 
of uncertainty varies. In the case of streets and highways it is not 
so impossible to estimate depreciation and the current expense of 
])roviding current services. But how much of the total outlay of 
the military establishment is investment in any year? If govern- 
ment net investment (N) were certain, one could make far more 
delinite estimates of “free"’ government aids (K). 

Consequently, if one is primarily concerned with the experi- 
enced economic income of households (M), published national 
income estimates do not tell the whole story. Even if we ignore 
home production (L), it is not unreasonable to believe that con- 
sumerspending (I) understates experienced economic income; and 
consumer spending (I) and free government services (K) together 
may then overstate it. Obviously many government services, such 
as “free” education, arc an important contribution to household 
incomes; however, national defense expenditures, part of which 
are also included in free government services (K), hardly seem to 
yield a utility return, dollar for dollar, comparable with consumer 
spending (I). 

National factor income (F) possesses all these imperfections as 
an indirect measure of K and I together. If there is considerable 
net investment by governments and firms during any given year — 
i.e., N, (), P, and Q are collectively increasing — the national factor 
income will considerably overstate the economic income currently 
being received by hc^useholds From firms and governments. Natu- 
rally, this net investment can c:ontribute to real household income 
in future years, but at the moment these potentialities remain un- 
lealizecl. 

Another flow of importance is national factor inc:ome lieforc 
allowances for depreciation (D). Although this certainly over- 
states the economy’s ability to produce continuously, it does sug- 
gest the maximum emergency production that might just be possi- 
ble for short periods. Although depreciation continues inexo- 
rably year after year, it may often happen that in some years it is 
possible to postpone equivalent replacements. For instance, if a 
lumber mill has 20 saws, with a service life of 5 years each, it does 
not follow that it must replace 4 saws every year. Belligerent 
economies often postpone some capital replacements in wartime, 
in order to produce a large volume of war and civilian goods, 
through moderate disinvesting. For example, in terms of Fig. 1 



AND NATIONAL INCOME 


49 


let us make the improbable assumption that no gross investment 
is undertaken at all, in which case the flows of K and I together 
would equal the flow at D; the inevitable flow of depreciation at 
E would be reflected in a falling of the investment levels in N, O, 
P, and Q. 

Gross national product (A) probably overstates the value of al- 
most any material welfare concept. In part this is because indi- 
rect taxes (B) in practice usually exceed government subsidies (C). 
In addition GNP ignores the very real and continual expense of 
depreciation (E). 

A very simple but important equation in economic theory is 
that production equals investment plus consumption. It is now 
possible with the help of Fig. 1 to illustrate this maxim more 
specifically. However, a narrow or a broad illustration can be 
given. 

If we limit ourselves to national income account estimates, as 
published by the Department of Commerce, the fundamental 
equation appearing above can be represented easily enough. Pro- 
duction is represented by F. Investment is interpreted to mean 
net firm investment as represented by any collective change in O, 
P, and Q. Consumption is production minus investment as so 
understood. In other words, it is assumed that “free’’ govern- 
ment aids (K) are equal to government expenditures in the form 
of purchases from firms (J) plus governments’ net value added 
(obtained via H), there supposedly being no change in govern- 
ment net investment (N). And it is also assumed that consumer 
spending (I) is equal to firms’ contributions to factor national 
income (G) minus all net increases in firms’ investments (O, P, 
and Q). 

However, if we were omniscient, we could give a broader and 
more logical content to tlie equality between production on the 
one hand and investment plus consumption on the other. Pro- 
duction would then comprise national factor income (F) plus 
home production (L). Consumption would be experienced eco- 
nomic income (M). Investment, equal to the difference, would 
consist of net increases in hoiisehold stocks (R), firms’ real capital 
(O, P, and Q), and in government investment (N). Consumption, 
expressed another way, would be home production (L) plus “free’’ 
government services (K) plus consumer spending (P, minus addi- 
tions to household stocks (R). 
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Conceptually, it does not make so much difference whether we 
are omniscient or limited to available but inadequate statistics. 
The equation production equals investment plus consumption 
still stands. Normally, production will exceed consumption, ex- 
cept perhaps during years of depression or war. It is sometimes 
helpful to think of consumption as short-run national income, for 
it is the extent to wliich households make current use of the 
nation’s economic activities. However, production is long-run 
national income, for in the end, the investment portion of this 
output can become consumption. It is for this reason that na- 
tional income at factor cost is considered so important, for it is a 
rough measure of the economy’s prolonged ability to produce for 
households. 


Investment and Saving 

"I'he economic flows we have just been scrutinizing are real 
flows; that is to say, although measured and expressed in value 
terms, they relate to economic goods and services, such as loco- 
motive building and shoe repairing. The provision of these 
goods almost always occasions some sort of monetary counter flow 
such as consumer spending or taxes. These twin but opposite 
flows — real and monetary — stem from almost all the economic ac- 
tivities of firms and governments. Investment and savings are two 
aspects of one particular economic activity that is of great signifi- 
cance for economic welfare. Investment is the real aspect of this 
activity and saving is the monetary aspect. The aggregate in- 
vestment of an economy in a given year is obtained by summing 
various constituent real investment flows. The total saving of 
an economy is also made up of separate savings flows. It is im- 
portant that we realize the identity of these flows and know how 
to aggregate them without double counting. 

Case 1— Firms and Households Only 

The relation between real investment and monetary saving can 
hest be wndexstood we first consider an economy that comprises 
only linns and households. There are no governments and taxes. 
All consumer goods and services enjoyed by households are pur- 
chased from firms at the same rate as they are consumed, so that 
households do not invest in real goods, although it is expected 
that they will save money income. At first we shall also suppose 
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that the nation’s stock of cash, that is to say, the total of demand 
deposits and circulating legal tender, is constant from year to year. 

One way of understanding national accounts that record invest- 
ment and saving for the economy is to think of the manner in 
which the balance sheet of any ordinary firm is set up, I'here are 
assets — real and monetary — on the left side. The right side of 
the balance sheet shows the claims of different groups. There are 
definite and contractual liabilities to creditors who have lent 
money or purchased bonds. Also, the supposed equity or net 
worth of tlie owners or shareholders is shown on the right side, 
and this is equal to the value of all the assets minus the value of 
all liabilities. 

A firm can invest in several ways. One method is to borrow 
money and use it to buy materials, construct plants, and so on; 
in this case, the assets and liabilities increase by the same amount, 
so that the net worth of the firm to the owners is unchanged. An- 
other method is to “reinvest” profits; that is, instead of turning 
these profits into money and distributing these funds to owners, 
the firm allows its assets to increase in comparison with its lia- 
bilities so that the owners’ equity is increased. In the future the 
term “undistributed profits” will refer to an increase in the net 
worth of firms to their owners. 

The assets of all the economy’s firms taken together can only 
increase in value if either their liabilities to lenders increase or 
their net worth increases, or both. An increase in their liabilities 
can only mean that the firms have done some borrowing from the 
households. An increase in their net worth can only mean that 
owners have increased “undistributed profits.” Hence it might 
superficially seem that the value of investment by firms and the 
value of savings by households during a year is equal to the sum 
of the increases in the firms’ liabilities and the increases in the 
firms’ undistributed profits. 

However this is not entirely correct because some of the extra 
assets of firnis may take the form of extra bank balances rather 
than of extra plants and equipment. For example, a firm might 
sell bonds to households and simply hold the proceeds as cash, in 
which case the combined sum of the firm’s liabilities and net 
worths would increase but there would be no real investment. 
Therefore, in assessing the value of the investment of all firms in 
the economy, it is necessary to sum algebraically the increases in 



52 GENERAL WELFARE 

their liabilities and net worths and to subtract algebraically the 
increases in their cash holdings. 

All these changes have their counterpart in household transac- 
tions. If firms as a whole borrow, it must be that households as 
a whole have lent. If firms as a whole have had an increase in net 
worths, it must be that households as a whole have not taken all 
the current j^rofits of the firms they own. And if firms as a whole 
hold less cash, it must be that, in view of our assumption of a con- 
stant money stock, households have increased their holdings of 
cash. 

Tims the three flows that together make up the aggregate sav- 
ings of the economy are — under our assumptions — increases in 
households’ cash, increases in households’ lending, and increases 
in households’ share in undistributed profits. The sum of these 
flows is savings. And savings is equal to the total of all factor 
incomes at source minus what all households spend on consumer 
goods, in the absence of taxes. 

There are also three classes of firm investment that can be dis- 
tinguished. One is investment in fixed capital; another is addi- 
tions to working capital; and the third is an increase in finished 
output inventories. The last may sometimes be rather involun- 
tary. 

TARLK 5 

lLLi'sm\TioN OF Savings and Investment Equality 
(Hypothciical Economy C'omprisin^ Only Firms and Households) 


hn'cstrnrnt (Jiral) 
Firms’ Fixod Clapital 

. 15\ 

-lOx . 

Saxniigs (Monetary ) 

Firms’ Workim; Capital 

lOx 

20x . 


Firms’ Output Inventories 

-5x 

lOx . 


Total Xc't Investment 

. 20x 

20x , 


Firms’ Sales 

80x 

SOx . 

Di 1 rrli'i 

National Factor Income 

. lOOx 

lOOx . 

...Households’ Factor Earninjj;s 


Table 5 is hypothetical but it illustrates the relation of invest- 
ment and savings to each other and to national income. The 
three kinds of investment by firms and the three modes of saving 
by households are distinguished. The total value of firms’ sales 
and that of households’ purchases — both of which exclude indirect 
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taxes and excises — are necessarily equal, because selling and buy« 
ing are two aspects of the same transaction. The sum of firms* 
investment and firms* sales of finished output is equal to national 
income at factor cost. Tliis last, in turn, must be equal to the 
sum of all household income at source, for the factor income of 
households is just another name for factor cost to firms. 

It will be noted that aggregate saving equals aggregate invest- 
ment. In view of our definitions, this is inevitable and not an 
accident. After all, national product at factor cost and household 
income at source are identities, and firm sales and household pur- 
cliases are also identities. Identities (sales and purchases) sub- 
tracted from identities (factor cost and factor income) must leave 
identities (investment and saving). And identities are always 
equal in magnitude. 

If we admit the possibility of households* buying more than 
they currently consume, so that they are in effect accumulating 
furniture, appliances, and so on, this can be shown in the table 
by two insertions. On the investment side there will now have 
to be an item '‘Real Household Investment**; however, so that real 
national income will not be inflated artificially through double 
counting, this new item must be deducted from what previously 
was firms* sales. On the savings side there will now have to be a 
new item “Forward Consumer Buying”; and again, to avoid in- 
flating factor income at source, this must be deducted from what 
previously was household purchases. In the future the possibility 
of real household investment of this kind will be neglected. 

It is also possible, reverting to Table 5, to trace through what 
might happen if we introduce banks into the model, and per- 
mit them to increase the combined cash holdings of firms and 
households through bank loans. 

Let us suppose the banks loan lOx to firms. If the firms do 
nothing with this money — which is unlikely — there will be no 
increase in firm investments, firms* sales of output, or national 
income. In fact these loans would not be reflected by any change 
in any item in the table. 

However, if this lOx were spent by firms in adding to their fixed 
capital, national income and household factor earnings might in- 
crease by lOx. Households would probably try to spend some 
of this extra income on consumer goods. If they now purchase 
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85x, firm sales will be 85x; but, if production should remain at 
only 80x, the firms’ output inventories will experience a further 
change of -5x. The net investment of the economy will then 
be 25x. Net savings of households will also increase by 5x to 
25x. 

Naturally these bank loans might have other effects. If the 
economy were already fully extended, so that national income 
could not be increased above lOOx, an addition of lOx to fixed 
capital would have to be offset by reductions somewhere on the 
left or “real” side of the table. In the future we shall ignore the 
activities of banks and the possibility that they can change the 
stock of money. 

Case 2— Governments, Firms, and Households 

In the real world the participation of governments in the invest- 
ment and saving process cannot be disregarded. Governments 
cause real goods and services to be produced. Some or part of 
these constitute real investments that later provide benefits. 
However most of them are current goods and services, which we 
sliall suppose are all provided without specific charges. Govern- 
ments also spend money on gifts, but these do not contribute to 
national income and so can best be considered as a deduction from 
government receipts. Government receipts come from taxes, bor- 
rowing, and a few sales that henceforth will be disregarded. 

It is useful to suppose that each government unit keeps a bal- 
ance sheet and that all these are then consolidated into a govern- 
ments’ balance sheet. Perhaps, at the end of a year of generous 
hand-outs, we find that governments have increased their owner- 
ship of real assets by 5x, their cash holdings by 4x, and their obli- 
gations through bond sales to households by 17x. What has hap- 
pened to what we shall term governments net worth — i.e., the 
change in total government assets minus total government liabil- 
ities? It is -8x. That is to say, the equity that households have 
in their governments is now worth 8x less at the end of the year 
than at the start. Considered in isolation, this negative change 
is a form of dissaving for the economy; it may or may not be offset 
by other forms of positive saving. 

It is now possible to construct an investment and savings table 
for an economy of governments, firms, and households. The first 
step is to consolidate all the balance sheets of all the firms with all 
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the balance sheets of all the governments. If the data in Table 5 
(which referred only to firms) is combined with that of the preced- 
ing paragraph (which relates only to governments) we have the 
investment and savings figures of Table 6. For instance, the net 
lending of households as a group is 37x, since they lent 20x to 
firms and 17x to governments. Whether or not firms lent to gov- 
ernments, or vice versa, does net matter; it will not be revealed in 
the table, since such loans would be offset by the consolidation of 
all firm and government balance sheets. 

However, governments devote only part of their spending to 
real investment (for example, airfields) and spend rather more on 
current services (for example, teachers’ salaries) and gifts (for 
example, veterans’ pensions). The current services of govern- 
ments are clearly not investments, but are part of national income, 
being in some ways analogous to the provision of current output 
by firms. Some of these services will be sold (for example, gov- 
ernment printed documents) but most are provided free to the 
beneficiaries (for example, highways for motorists). In either 
event, they are part of real national income, and so appear on 
the left side of Table 6. 

On the right or monetary side of Table 6 there are several new 
items, now that governments and firms are combined against 
households. The government net worth item is analogous to the 
undistributed profits of firms, for both refer to changes in assets 
minus liabilities. Another new item in Table 6 is “adjusted net 
levies.” 

The term “adjusted net levies” stands for the current payments 
by householders to governments for goods and services currently 
provided by governments. This concept can here be defined as 
taxes on households (for example, corporate profits taxes, social 
security deductions, and personal income taxes) plus fees paid by 
households (for example, postage stamps) minus transfer payments 
to households (such as veterans’ benefits in cash rather than kind) 
and minus additions to government net worth. The transfer pay- 
ments are deducted because there is no economic quid pro quo. 
The extra governments’ net worths are deducted because that 
portion of taxes that buys government net worth does not provide 
a real current quid pro quo for householders. The involuntary 
purchase of government net worth by tax-paying households is a 
sort of prepayment. 
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TABLE 6 


Savings and Investment and National Income 


(Hypothetical Economy Comprising Governments, Firms, and Households) 


Investment (Real) 

Firms' Fixed Capital 15x 

Firms' Working Capital lOx 

Firms’ Output Inventories -5x 

Government Investment 5x 

I'otal Net Investment 25x 

Ciovernnient Current Services . . . 20x 

Firms’ Sales to Households f . . . . 80x 

Natif)nal Factor Income 125x 


Savings (Monetary) 

-14x Households’ Cash Stock 

37x Net Household Lending 

lOx Undistributed Profits 

-8x Government Net Worth 

25x Total Net Saving 

20x Adjusted Net Levies* 

80x Households’ Purchases from 

Firms 

125x Households' Factor Income 


* K(iu;ils direct taxes and fees paid by households, minus government transfer payments to 
households, ami minus increases in government net worth, 
t Excluding excise taxes. 


Table 6 is based on Table 5 except that governments have now 
been introduced into the model and combined with firms on both 
sides. The numerical differences between these two tables are all 
due to the following assumed transactions of the governments: 
government investment of 5x, current government services of 20x, 
taxes of I8x, gifts of ()x, government borrowing from households 
of 17x, an increase in government cash holdings of 4x, and so a 
positive change in government net worth of -8x. These items, 
when added to the figures for firms and households represented in 
Table 5, produce Table 6. 

Let us improve our understanding of Table 6 by tracing 
through one event. Let us suppose that governments increase 
taxes by 5x and use these funds for net investment: the first and 
temporary effect, after the government has collected the 5x but 
not yet spent it, is that households’ cash declines 5x; government 
net worth increases 5x (because of the governments’ extra cash 
assets), but levies remain unchanged (because the 5x of extra 
taxes is offset by the 5x improvement in the governments’ cash). 
1 he next effect, after governments have spent 5x in wages for in- 
vestment goods, is that households* cash rises 5x to its previous 
level, government net worth remains 5x above its original level, and 
levies remain unchanged because the taxes are offset by the in- 
creased net worth of governments. 



AND NATIONAL INCOME 


57 


General Comments 

The real difficulty in keeping accounts of this kind is not a 
logical but a practical one. It is often difficult to know how much 
of government expenditure is for investment and how much is 
for current service. However, until this estimate lias been made, 
it is impossible to assign values to many items of the table, such as 
government net worth, adjusted net levies, and, of course, govern- 
ment investment. 

It will have been noted that total net investment is always equal 
to total net saving at the end of the year. This does not mean 
that the total investment and savings that were expected or 
planned at the start of the year must have been equal. And it cer- 
tainly does not mean that each firm, each government, or each 
household has equal investments and savings at the end of the 
year. The equality between aggregate savings and aggregate in- 
vestment applies only to the economy as a whole and after the 
event. The significance of this equality for full employment will 
be explained in Part III. 

It is important to understand the place of savings and invest- 
ment in the national income, not only because of the part they may 
play in determining the over-all level of income and employment, 
but because the rate at which an economy progresses over the years 
is bound up with the rate of investment. Naturally each economy 
saves and invests more in certain years than in others. However 
there are some economies that save and invest a higher percent- 
age of their national income on an average than do other econ- 
omies. These economies are likely to be more technologically 
progressive and to be destined for a greater future. 

Economic Welfare and Dynamic Change 

The welfare significance of national income statistics, when 
they are considered over time, is ambiguous. These special un- 
certainties are caused by the many dynamic changes affecting every 
economy, such as: inventions that may alter the relative impor- 
tance of productive agents; special interest legislation that may 
alter the relative money incomes of farmers, workers, or landlords; 
international developments that may alter the relative importance 
of imports, exports, or the armed forces’ takings; and so on. In 
the face of such inevitable changes, the most complete and accu- 
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rate national income data would still be ambiguous as regards 
changing economic welfare, for reasons soon to be stated. 

Changes in Prices 

One difTiculty inherent in time comparisons is that price levels 
are changing from year to year, so that a dollar’s worth of produc- 
tion means more at some times than at others. For example, the 
factor national income of the U.S. was about $180 billions in 1946, 
and about $10 billions in 1933, but possibly half of this apparent 
fourfold increase was due to Iiigher prices. If each price changed 
by exactly the same proportion as every other price, it would be 
simple to apply a single adjusting coefficient; but the real difficulty 
is that individual prices rise and fall by different relative amounts, 
so that the price level is simply an average, and often not a very 
typical one. When price relations alter (for example, food prices 
rise relative to rents), large sectors of the population usually ex- 
perience lelative income changes (farmers gain more income and 
landlords gain less income). It is impossible to know whether the 
dollars gained by one group (which on the whole may be poor 
but may be better able to produce directly for itself) mean sub- 
jectively more or less than the dollars lost by another group (which 
may for the most part be rich but dependent upon purchases for 
consumption). 

Altered Composition of National Product 

Some of the other problems inherent in all time comparisons 
of national income change can perhaps best be understood if we 
think in physical terms. How can we know whether the national 
product in Year N is bigger than that of Year O if — as is almost 
inevitable — it is different in composition? Let us suppose that in 
\'car N the economy produced more shoes, stoves, and radio quiz 
programs but fewer fur coats, station wagons, and concert broad- 
casts than in Year O, all other production being the same. A 
southern sharecropper might consider this an improvement, espe- 
cially since the prices of shoes and stoves might fall. However, 
a gentleman farmer in Connecticut might disagree, especially as 
his wife prepares for Christmas! Should the economy be directed 
more toward the interests of one group and away from the needs 
of some other group? 
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Quality Improvement 

Still another problem lies in the fact that the quality of goods 
normally improves as technology advances, even though the prices 
of these goods may not rise. For example, the automobile tires 
of 1940 had a longer service life than the tires of 1929, but their 
unit costs of production and their prices to users were no higher. 
Under such circumstances the changing outlays of households 
may indicate the changing quantity purchased but not the real 
change in services received. The effect of technological product 
advances, taken alone, would be to make national income statistics 
understate increases and overstate decreases in economic welfare. 
Over a period as long as a decade, this bias may become quite 
important in an economy that stresses durable manufactures. 

Altered Business Taxes 

It is difficult to know whether, in estimating changes in the mag- 
nitude of national production over time, one should value each 
output at its changing factor cost or at its changing market price. 
In other words, are changes in national factor income or changes 
in net national product the better guide to '‘real’' changes in con- 
sumer goods output? It will be recalled that the market price of 
a good is equal to its factor cost plus indirect taxes minus govern- 
ment subsidies per unit. For example, the market price of a 
gallon of gasoline may be 27^ and the tax on it 6^^; the factor price 
that includes profits will then be 21^. If, in Year N, the economy 
produces and sells billions more gallons of gasoline, should these 
extra gallons be valued at 21^ or 21f^? The market price clearly 
gives some indication of the extra gasoline’s use value, as buyers 
do pay the 27^. However, the factor cost of 21^ may give a better 
idea of what it costs the economy to produce this extra gasoline, 
and especially the value of other goods that might have been pro- 
duced instead. 

Variability of Investment 

So far in this discussion we have been implicitly assuming that 
net investment remains constant. Actually the composition of 
the national product in Year N may comprise more capital goods 
and fewer household use goods. Is this “good” or “bad”? An old 
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man, alone in the world and about to die, might consider a diver- 
sion of production toward investment quite undesirable. A 
young ofliccr, who believes it is necessary to expand the long-run 
economic war potential of the nation, might consider extra invest- 
ment in stcel-producing capacity absolutely vital. Whether or 
not an economy should produce less for immediate consumption, 
so that it will later have the capacity to produce more and better 
goods, cannot be decided except from some arbitrarily adopted 
point of view. 

Population and Productivity Changes 

There is yet another obstacle in tlie way of making economic 
welfare interpretations from annual changes in national income 
statistics. The national product in Year N might be exactly the 
same as that in Year O and yet economic welfare might be dif- 
ferent. If the population has increased, the per capita availability 
of household goods may now be less than before. On the other 
hand, as increasingly productive methods of production arc put 
into operation, it tends to be true that the real labor cost of out- 
put, for the whole economy, becomes less. The work week may 
now be shorter. However a reduction in total work time for the 
economy’s population may be viewed with mixed feelings, depend- 
ing upon whether it is experienced as involuntary unemployment 
or as enjoyably spent leisure. 

Summary 

Let us attempt to summarize part of this chapter by asking the 
question: In view of a fourfold increase of national factor income 
between 1933 and 1949, how much better off were the people of 
the United States in 1949? Any answering estimate would have 
to take account of the following: (1) the aveiage change in prices; 
(2) the change in population; (3) changes in the quality of output 
per dollar of production cost; (4) changes in business taxes; (5) the 
relative utility of unemployed leisure as against more goods and 
services; (6) how much better it is to consume less now and invest, 
in order to be able to consume more later; and (7) how to evolve 
a common denominator for offsetting the gains and losses that 
dynamic changes occasion in different households. Unfortunately 
Solomon has been dead a long time. 
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Statements for Consideration 

1. National income does not indicate the experienced economic or 

real income of households. Explain 

2. During a war emergency the economy might make more goods and 

services available, through its governments and firms, than would 
be indicated by national factor income statistics. Explain 

3. Production equals investment j)lus consumption whether or not 
we know the value of household stocks and home production. 

Discuss 

4. In an economy comprising only firms and households, the saving of 

the economy is equal to the reduction in the cash holdings of house- 
holds. Evaluate 

5. It is often alleged that certain government activities and expendi- 
tures represent real investment; in certain cases this seems reason- 
able, but in others the allegation is very questionable. Exemplify 

6. The savings of an economy, neglecting bank activities, are equal to 

the net increase in the combined net worths of firms, governments, 
and households. Evaluate 

7. That economic welfare doubled in the United States between 1939 
and 1945 is evidenced by a doubling in the value of national income. 

Evaluate 

8. The more unequal the distribution of income among households, 
the harder it is to know whether an increase in the value of national 
income is proportional to changes in the economy’s physical output. 

Discuss 

9. One cannot logically conclude whether an economy has become 

better or worse off if it produces more of some goods and less of 
others from one year to the next. Explain 
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PART II 


Monetary Theory 




5 

The Nature and Quantity of Money 


There are numerous reasons for studying money and there are 
several ways of looking at it. Certain tlieories of money are im- 
portant, not only because they help to explain the occasional 
occurrence of mass unemployment, but because they suggest gov- 
ernment policies that might be able to prevent or at least mitigate 
such calamities. Certain other theories of money help to explain 
why its purchasing power rises and falls, as prices in general dip 
and lift, so that the relative wealth of debtors and creditors is al- 
tered. A knowledge of what money is, and what it does, also 
enables one to ‘'debunk*' many of the crackpot panaceas, designed 
to make us all rich at once, that usually crop up during depres- 
sion periods. Monetary theory is not only of interest to the econ- 
omist. It concerns every voter, every person who is, on balance, 
either a creditor or a debtor, every businessman who plans the 
timing and extent of his investments, and every worker whose job 
may be wiped out by a depression. 

What Is Money? 

It is very difficult to study money until we have decided what 
it is and defined it for greater certainty. Money can be defined in 
various ways and each definition is useful for certain purposes. 
What are some of the more important classes of money? 

Legal Tender Money 

One well-known class of money is “legal tender." Legal tender 
money is money that the law requires creditors to accept when it 
is offered by debtors in discharge of their obligations. If A is 
owed $1,000 by and B is inspired to transfer his car to A in 
discharge of the debt, A can refuse the offer, as perhaps he will 
when he has seen the carl However, if B offers A $1,000 in 
Federal Reserve Notes, for example, which are legal tender, A 
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must accept. If he does not, B can post the money with the appro- 
priate court, which will rule that the debt has been discharged 
and that interest and other liabilities have ceased. At the mo- 
ment, along with metallic money, seven different issues of paper 
money are legal tender. All paper money and coins bearing the 
stamp of the Treasury are legal tender, and of these the Silver Cer- 
tificates (mostly small denominations such as $1 and $5 bills) are 
issued in the greatest aggregate value. However Federal Reserve 
Notes, which are individual obligations of the twelve Federal Re- 
serve Banks, comprise at least 85 per cent of the nation’s circulating 
legal tender. Naturally, the composition of legal tender money 
varies, becoming different every time Congress amends the law. 

Means of Payment 

For purposes of economic analysis, the legal tender definition 
of money is far too narrow. During 1948 the total stock of cir- 
culating legal tender was only about $25 billions. The national 
income for the same year was approximately $226 billions. It is 
extremely doubtful whether the economy could have produced a 
national income of this amount if only serviced with a money stock 
of $25 billions. Actually, businessmen, farmers, storekeepers, and 
everyone else made a great many of their payments in non-legal 
tender. 

Most goods and services move from seller to buyer in exchange 
for wliat we shall call check money. Check money consists of 
deposits that can be withdrawn on demand and paid over to an- 
other person by writing a check. In other words, if B wishes to 
pay A $1,000, B makes out a check to A for this amount, drawn on 
/i’s demand deposit in a bank located within the United States. 
The total value of demand deposits in January 1950 — excluding 
those owed to one bank by another — ^was about $80 billions. 

In the following chapters it will generally be assumed that 
“money” refers to circulating legal tender and non-bank-owned 
demand deposits. Of course the demand deposits do not possess 
quite the “moneyness” of legal tender. Sellers and employees do 
not have to accept checks in payment and it is often difficult to 
induce strangers to accept checks. However, in everyday com- 
mercial transactions, buyers and sellers and also employers and 
employees are known to each other, so that demand deposits can be 
and are used, rather than legal tender, as money. 
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Near Money 

One way of deciding what is money is to realize what the func- 
tions of money are. It is generally agreed that money serves as a 
means of payment, a store of wealth, and a unit of account. Under 
normal circumstances legal tender and demand deposits perform 
these tasks. However tliere are obviously otlicr assets that are 
almost money (in that they fill one or two of these three roles). 
Time deposits (of which there were about $55 billions in 1950) 
are an example of '‘near money” in this sense; they are a store of 
wealth, but they are not always a very good means of payment, 
since they cannot be readily diawn upon by check and since the 
bank can insist on a 30-day notice of withdrawal. United States 
Treasury bills, having a maturity of 90 days, are another example 
of near money. Both these varieties of near money must be con- 
verted into legal tender or demand deposits before they can be 
used as money. 


Changes in the Stock of Money 

One of the most remarkable characteristics of money is that 
its quantity is constantly changing. In 1933 the stock of money 
in the United States — as we have defined money — was about $19 
billions; it rose to approximately $33 billions in 1939, and to $107 
billions in 1949. Changes of this magnitude cause other changes 
on every hand. 

It has already been explained (in Chapter 2) that the increase 
in the national money stock during World War II was largely due 
to the purchases of Treasury bonds by the Federal Reserve Banks 
and the commercial banks. The fundamental reason for this was, 
of course, the tremendous cost of the war, coupled with unwilling- 
ness or inability on the part of the United States Government to 
cover a larger percentage of the war s financial cost by taxes or 
forced loans. These new funds entered the circuit of payments 
and ultimately most of them became part of the receipts of house- 
holds. At this point, if not before, these extra funds became a 
cause as well as a result of price changes, for the recipient house 
holds sought to spend most of their extra income on consumer 
goods, with the result that the prices of these goods tended to rise. 

During normal times — by which we mean periods of peaceful 
prosperity- — changes in the economy’s money stock are brought 
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about by firms and banks acting together and not as a result of 
government action. When business is brisk, firms will need more 
working capital and may borrow capital funds to invest. If this 
behavior becomes general, banks' loans to customers will increase 
considerably; in effect this means that new money has been created 
and that the national stock of money has increased. Such a change 
may influence interest rates, prices, and the rate of economic ac- 
tivity. In view of the far-reaching causes and effects of changes 
in the money stock, it is important to realize how these changes 
come about. 

The Federal Reserve System 

In the United States, the expansion and contraction of the 
money supply, for the most part, occurs within the legally pre- 
scribed framework of the Federal Reserve System, and so its struc- 
ture must be briefly described. The Federal Reserve System has 
several organs, of which the following are most important. At the 
top is the Board of Governors, below the Board are the twelve 
Federal Reserve Banks, and below them are the commercial mem- 
ber banks. 

The Board of Governors has authority to regulate the Federal 
Reserve Banks and the member banks in several respects. Within 
limits it can vary their legal reserve rates. The Board, through 
the powerful Federal Open Market Committee, upon which it has 
a majority, can direct the Federal Reserve Banks to buy or sell 
securities. The Board can also pass on the rediscount rates set by 
the Federal Reserve Banks. 

There is one Federal Reserve Bank for each of the twelve dis- 
tricts into which the country is divided. The Reserve Banks are 
privately owned by the member banks of their districts, but one- 
third of their directors are appointed by tlie Board, and they are 
subject to the Board’s control in many respects. The member 
banks in each district keep their legal reserves in the local Federal 
Reserve Bank. It is sometimes said that the Federal Reserve 
Banks are “bankers’ banks” because their depositors are banks, the 
United States Treasury, and certain other government agencies. 

Membership in the Federal Reserve System is not mandatory 
for state-licensed banks although it is for national banks. Actually 
almost exactly 50 per cent of the banks in the United States are 
members of the System and collectively they hold about 85 per 
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cent of the aggregate value of all demand deposits. IVfembcr 
banks are naturally subject to the regulations of the Board and 
the provisions of the Federal Reserve Act. 

Most countries possess a single central bank, which is owned by 
the national government. In a few rountvics this national bank 
also acts as a treasury lor the govcrnmcnc, minting coins, issuing 
paper money, and liolding ail rhe government s funds from taxing 
and borrowing. In the United States the Board of Governors and 
the twelve Federal Reserve Banks together fulfill most of the usual 
duties of a central bank. To be at all effective, however, in its 
simultaneous regulation of money quantity and interest rates, the 
Federal Reserve must act in concert with the United States 
Treasury. 

Deposit Creation by Member Banks 

A bank makes a loan whenever it buys a piece of paper that 
establishes someone’s indebtedness. The loan is direct if the 
‘‘paper” is sold to the bank by its “maker.” The “paper” may be 
the bond of a government or corporation; it may be a mortgage 
secured by real estate, equipment, or other asset; or it may be the 
promissory note of some businessman or other borrower. The 
purchased evidence of indebtedness becomes an asset of the bank. 

Corporation XYZ may sell its I.O.U. to its bank if it wishes to 
increase its working capital. If the note matures in 90 days and 
is for .If 10,000, and the discount rate is 4.0 per cent a year, the bank 
simply credits XYZ’s account with .159,900. The bank does not 
physically deposit legal tender in XYZ’s account. Nothing is put 
into the account. It is merely written up by a bank official. The 
newly granted demand deposit becomes a liability of the bank. 
It would seem that the bank is about to earn $100 interest in three 
months on $9,900 that it has created out of nothing. 

Obviously there must be some limit to this process or bankers 
would quickly own the earth. Three important limitations we 
shall discuss immediately are the drains imposed by (1) deficit 
balances at clearing house, (2) legal reserve requirements, and 
(3) the public’s demand for band currency to keep in its pockets 
and cash registers. 

Clearing House Drain, Corporation XYZ, which borrowed the 
$9,900, will soon begin writing checks against this new credit. 
Only a minority will be made out to people who are also depositors 
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in the same bank. Checks for most of this amount will be made 
out to persons who will deposit them in othev banks. These other 
banks will present these checks to the drawee bank for collection 
when representatives of the various banks meet periodically at the 
clearing house. Settlement of net balances must be either in legal 
tender or by transferring the ownership of commercial bank de- 
posits held in the central bank. 

A tyj)ical bank may lose about 80 per cent of any newly created 
demand deposits at the clearing house. The rate of retention may 
be greater than 20 per cent if the bank in question dominates the 
local banking scene and if most payments are made to people who 
live in the region. On the other hand, if new loans are going to 
be spent for materials and equipment made far away, and not for 
local labor and produce, the clearing house drain may well rise 
above 80 per cent. 

However a bank will not suffer a net drain upon clearing if it 
can present “due from other banks” items equal in value to the 
“due to other banks” items that it must honor. If Bank A is re- 
ceiving from its depositors checks drawn on other banks at the 
same rate as other banks are receiving checks drawn on Bank A, 
there will be no net balance between Bank A and the rest of the 
banking system. In general, a bank will have to pay at clearing 
time if it is expanding loans more rapidly, or contracting loans 
more slowly, than are other banks. On the other hand, a cautious 
policy of expanding slowly and contracting rapidly, relative to 
the system, will result in net credits from other banks. A single 
bank that loans too much will not be able to settle at the clearing 
house. A bank that loans too little will accumulate excess re- 
sets es from the clearing house but will be sacrificing interest earn- 
ings. Usually the most profitable policy for a single bank is to 
keep pace with the system as a whole. 

Lco;al Reserve Requirements. In the United States, member 
banks of the Federal Reserve System are required to keep a cer- 
tain so-( ailed legal reserve. The amount to be reserved is a stipu- 
lated percentage of the member bank’s demand deposit and the 
reserve has to take the form of a deposit in the Federal Reserve 
Bank of the District. For example, if the legal reserve rate were 
20 per cent, and a member bank had demand liabilities of 100 
million dollars, it would have to maintain a deposit with the dis- 
trict s Federal Reserve Bank of 20 million dollars. The cash a 



NATURE AND QUANTITY OF MONEY 71 

member bank holds in its own vault is not part of its legal reserve, 
is of minor value in practice, and will be assumed constant. A 
single member bank can increase its account with the Federal 
Reserve Bank by depositing checks that it has taken in and that 
are drawn on other banks. However, the member banks as a 
group cannot increase their deposits with the Federal Reserve in 
this way, because the same check that causes the account of one 
member bank to be credited by the Federal Reserve will be debited 
by it from the account of another. The member banks, taken 
together, can only expand loans if they possess excess reserves. 
And the member banks can together increase their Federal Reserve 
deposits only if the latter increases its own investments or the 
public reduces its legal tender holdings. 

The Currency Drain. The public always needs some pocket 
money for shopping and incidental spending, especially around 
Christmas and holidays, which it obtains through bank with- 
drawals. Depositors’ withdrawals must be paid in legal tender. 
Experience suggests the fraction of deposits that will have to be 
released to the public to meet this drain. Obviously an increase 
in bank deposits will increase the sum drained away in this manner 
if the public demand for pocket and till money is a constant frac- 
tion of their bank balances. Member banks obtain the extra legal 
tender they need to meet their currency drain by sending for coin 
and notes from the Federal Reserve — ^just as you or I order carrots 
from the grocery — and having their excess reserves in the central 
bank correspondingly debited. 

The Federal Reserve Bank Is a Central Bank 

A central bank has no domestic clearing house drain, the cur- 
rency drain does not inconvenience it, and there is no economic 
necessity for its being subjected to a legal reserve drain. Accord- 
ingly, the total value of the central bank’s combined deposit and 
note liability is largely at the immediate discretion of its manage- 
ment, and indirectly of the national government. Hence, inas- 
much as the value of a central bank’s deposits is the basis of credit 
creation by commercial banks, the policies of the central bank 
can in part determine the nation’s money supply 

In the United States, checks drawn on accounts in the Federal 
Reserve Banks, neglecting the case of an international withdrawal 
of funds, are almost inevitably redeposited with them. The 
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reason for this is that the Federal Reserve’s deposits are the source 
from which member banks meet all the three drains outlined 
above. A member bank holds its legal reserve in the form of 
Federal Reserve Bank deposits, meets its clearing house drain by 
writing a check bn its Federal Reserve Bank account, and satisfies 
its currency drain by having this account debited as an incident to 
purchasing legal tender. In other words, a member bank cannot 
normally expand its loans, and thereby earn more interest and 
profits, unless it can first increase its deposit with the Federal 
Reserve and so acquire excess reserves. Hence a member bank 
usually redeposits any checks drawn on a Federal Reserve Bank 
account which it acquires in the course of its daily operations. 
Experience has taught the Federal Reserve that all checks drawn 
upon it will usually be redeposited. As a result, the Federal Re- 
serve is not normally concerned with any clearing drain. 

The Federal Reserve, like any other bank, must stand ready to 
pay off its depositors in legal tender. If Bank A suddenly asks for 
one million dollars in cash, perhaps to meet withdrawals that it is 
experiencing, the Federal Reserve can simply print off one million 
dollars worth of Federal Reserve Notes, deliver them by armored 
van to Bank A, and debit A*s account. The Federal Reserve has 
increased its note liability by one million and decreased its deposit 
liabilities by one million and its position is essentially unchanged. 
The Federal Reserve Banks cannot collectively be embarrassed by 
a currency drain. 

A central bank may or may not have a legal reserve drain, de- 
pending upon the law of the land. In the United States, the 
tweh e Federal Reserve Banks are required to hold gold or gold 
certificates amounting in value to 25 per cent of their deposit and 
note liabilities. In view of the gold certificate holdings of the 
Federal Reserve, this requirement is not an effective restraint; 
hence, in the lollowing discussion, we shall ignore this require- 
ment. 

There are several ways in which the Federal Reserve can influ- 
ence the supply of money. Some of the most important methods 
used by it are: (1) amending legal reserve requirements for com- 
mercial banks, (2) investing, and (3) changing its discount rate. 
These possibilities will now be taken up in turn. 

Amended Reserve Ratios. Let us suppose that Bank A has a 
Federal Reserve Bank deposit of $10 million and deposit liabilities 



NATURE AND QUANTITY OF MONEY 73 

of its own amounting to $50 million, and that the legal reserve re- 
quirement is 20 per cent. Bank A is then “loaned up. ' It has 
no excess reserves, since all its Federal Reserve Bank account is 
legally required as a reserve against its deposit liabilities. 

However, we shall suppose that the Federal Reserve reduces the 
legal reserv^e ratio to 15 per cent, although in fact these ratios differ 
depending upon the location of the bank. Deposit liabilities of 
$50 million will then only require the maintenance of $7.5 million 
as a legal reserve, and the balance of the account in the Federal 
Reserve, $2.5 million, is now excess reserves. The existence of 
excess reserves is always an invitation to a member bank to expand 
its loans and earn larger profits. In this case every member bank 
will have new excess reserves. Each private bank will probably 
begin to discount more notes and acceptances. If all commercial 
banks follow this course, no single member bank will experience 
a clearing house drain because its “due to banks" debits will be 
offset by “due from banks" credits. Bank A will, if we also neglect 
the currency drain, be able to expand its loans and deposits by 
$16.7 million ($2.5 million divided by .15), by which time all 
previous excess reserves will be needed as legal reserves. 

It would be more realistic, of course, to take the currency drain 
into our calculations. If experience shows that a bank will have 
to pay out 10^ cash on every extra dollar of deposits on demand 
with it, we should divide the excess reserves of $2.5 million by .25 
(the .15 of legal reserve drain plus .10 for currency drain), in which 
case Bank A would only be able permanently to expand its loan- 
created deposits by $10 million. The final total increase in the 
money stock, as we have defined money, will be this $10 million of 
new demand deposits plus tlie $1 million of newly circulating legal 
tender, or $11 million. 

Federal Reserve Investment, The Federal Reserve may invest 
by purchasing securities on the open market, subscribing to new 
bond issues, or discounting commercial paper. In every case the 
Federal Reserve Bank involved buys an evidence of indebtedness 
and pays for it with a draft on itself. The individual seller of the 
security or I.O.U. will deposit this draft in his own bank, which 
will soon present the draft to the Federal Reserve for collection, 
and will normally deposit the proceeds in its own account with the 
Federal Reserve. The deposits of the Federal Reserve Banks thus 
come to be increased, and the member bank, which now owns ad- 
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ditional deposits, finds itself with excess reserves that can be used 
as a basis for expanding its loans and creating new commercial 
bank deposits. If the Federal Reserve invests |1 billion, its own 
deposits will increase temporarily by $1 billion, the excess reserves 
of member banks will temporarily increase by $1 billion, and, 
assuming legal reserve and currency drains of .15 and .10 respec- 
tively, private bank deposits owned by the public will increase $4.0 
billion. Legal tender in circulation will increase by $.4 billion 
(.1 of $4.0 billion). The effective money supply — which combines 
<lemand deposits of the commercial banks with legal tender circu- 
lating outside the banking system — has increased $4.4 billions. 
Figure 2 illustrates this case. 


EXCESS COMMERCIAL 
BANK RESERVES 
$1,000 MILLIONS 


legal reserve 

DRAIN 

$ 600 MILLIONS 

CURRENCY 

DRAIN 

$ 400 MILLIONS 

1 

Zl 

EXTRA DEMAND DEPOSITS OWNED BY PUBLIC 
(i.«. $600 MILLIONS DIVIDED BY .15) 

$ 4,000 MILLIONS 

EXTRA legal TENDER 
IN CIRCULATION 
$400 MILLIONS 
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Fig. 2. Federal Reserve Open Market Purchases. 


Altered Rediscount Rates, A member bank can usually bor- 
row from its Federal Reserve Bank, either on its own note or on 
certain kinds of commercial paper it has itself already discounted. 
A member bank only borrows from the Federal Reserve in an 
emergency, however. For example, it may suddenly need legal 
tender to meet a currency drain and have no excess reserves with 
which to pay its Federal Reserve Bank, or the clearing drain may 
have become unexpectedly heavy for some one bank. The Fed- 
eral Reserve Banks charge interest on the sums they advance to 
member banks and consequently these commercial banks borrow 
from the Federal Reserve Banks only as a last resort. If the Fed- 
eral Reserve Banks raise their interest charges and rediscount rates, 
the commercial banks will be more loathe than usual to borrow 




NATURE AND QUANTITY OF MONEY 75 

from them, and will take greater care not to be caught with in- 
sufficient Federal Reserve deposits or vault legal tender. In other 
words, the member banks will adopt more conservative loan poli- 
cies and keep their own deposits at more moderate levels when the 
rediscount rates of the Federal Reserve Banks are raised. 

The Dilemma of Rival Goals 

It was hinted at the beginning of this section that, in the United 
States, the Board of Governors and the Treasury may at times 
adopt policies that are in conflict. The Board, with an eye to the 
rate of economic activity and the price level, often seeks to en- 
courage or discourage the creation of new demand deposits. In 
furtherance of its objectives, the Board, through the Federal Open 
Market Committee, often requires the twelve Federal Reserve 
Banks to buy Treasury obligations (if it wishes to ease credit) or to 
sell them (to tighten credit). Naturally this brings the Treasury 
into the picture. 

The Treasury has sold an enormous value of bills, certificates, 
notes, and bonds to the banks and to the public. A considerable 
value of bills and certificates fall due every month or even every 
week. Unless Congress taxes far more heavily than it spends — 
which is not in the nature of things — the Treasury can only pay 
back what it has been lent by borrowing again. Hence the Treas- 
ury has to borrow large sums, not net but gross, every few weeks. 

It takes two to consummate a loan transaction, however, and 
private banks may not choose to lend even though the Treasury 
wishes to borrow. For example, if the Board instructs the Federal 
Reserve Banks to sell Treasury notes, in order to reduce member 
banks’ excess reserves, the latter can soon replace these excess 
reserves by not relending to the Treasury the proceeds of cur- 
rently redeemed government obligations. In this case the Treas- 
ury must make its new issues more attractive by offering them at 
a higher rate of interest. 

As long as the commercial banks can elect whether or not to 
relend to the Treasury, the Board of Governors cannot tighten 
credit in the suggested manner without the risk of raising interest 
rates against the Treasury. On the other hand, if the Treasury 
wishes to reborrow at low interest rates, the Board may have to 
support the market for Treasury obligations by instructing the 
Federal Reserve Banks to buy them. During the period immedi- 
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atcly following World War II, the Board wished to limit credit (a 
plan that would have meant higher interest rates but probably 
lower price levels) whereas the Treasury wished to keep interest 
rates down (a practice that tended to ease credit and possibly to 
raise price levels further). 

Ways of Looking at Money 

Economists have analyzed money from a number of points of 
view, dej^ending rather upon whether it was high prices or un- 
employment that bothered them. 

For over a century, but especially immediately following the two 
World Wars, economists have sought to explain the causes of price 
level changes. An early approach to this problem, over a hundred 
years old in fact, was the commcxlity theory. Another price level 
theory of money, whicli has overlapped the commodity approach, 
is the quantity theory. For a while these two theories were in 
rivalry with one another, but the fires of controversy have since 
died down. 

Of more immediate concern today are what might be termed 
the underemployment theories of money. Two views of money 
that are esj)ccially relevant to problems of underemployment are 
what we shall call the circuit of payments approach and the cash 
balances approach. Both these last two approaches are actively 
employed today. 

Tliese four viewpoints will soon be described in detail; mean- 
time, however, so that they will be more than a mere set of names, 
the following rough statement on each is inserted. 

The Commodity Theory 

The commodity theory supposes that the purchasing power of 
money depends upon the exchange value of gold. It further sup- 
poses that tlie exchange value of gold, relative to other goods, is 
determined by the same demand and supply forces that determine 
the value of any other commodity. Flence, if the exchange value 
of gold falls, tlie price level rises. These two assumptions may 
have been reasonable a hundred years ago, but they are invalid 
today. 

The Quantity Theory 

Fhe quantity theory stresses the aggregate value of the national 
stock of money. This money stock is supposed to have a ^'elocitv: 
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that is to say, it is conceived as turning over a certain number of 
times a year as goods and services are bought. These purchases 
are called transactions. The price level will rise if the quantity 
of money rises disproportionately to the volume of transactions 
and velocity is unaffected. In any more generalized and less in- 
defensible form than this, the quantity theory becomes essentially 
a truism. 

The Circuit of Payments Approach 

The circuit of payments approach is a very useful way of think- 
ing about money, but in itself it is hardly a theory in the rather 
definite and sometimes dogmatic way in which the commodity and 
quantity approaches are. It concentrates attention upon the rela- 
tion between spending and receiving money and the identity and 
motives of those who receive and spend. Each receiving and 
spending unit — whether household or firm or government — is a 
link in a continuous chain of payments. 

The Cash Balances Approach 

The cash balances approach seeks to answer the question of why 
it is that persons — corporate and otherwise — prefer to hold some 
of their wealth as money rather than in some other way that will 
yield interest. The cash balances approach is indirectly con- 
cerned with the quantity of money but it is more interested in the 
ownership of money. The cash balances approach is also con- 
cerned with the flow of spending but relates it not so much to re- 
ceipts as to money ownership. The liquidity theory of interest 
(discussed in Part III) stems from the cash balances approach. 
The other tliree ways of looking at money will be discussed in the 
next two chapters. 


Statements for Consideration 

1. Any money that people will accept in payment is legal tender. 

Evaluate 

2. Money that has no intrinsic value is worthless. Discuss 

3. There are some assets that yield a return but are not quite money. 

Exemplify 

4. A single bank will acquire excess reserves if it contracts more 

rapidly or expands more slowly than the system. Explain 

5. The effect of government sales of new Treasury bonds on the na- 
tional money stock depends on who finally buys them. Exemplify 

6. Commerical banks create money out of nothing, upon which they 
earn interest, and they only limit their operations in this respect in 
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order to maintain the scarcity value of bank credit. Evaluate 

7. I'he Federal Reserve Banks are sometimes called “bankers’ banks’’. 

Explain 

8. Vault (ash on hand and excess reserves held with the Federal Re- 

serve Bank cannot be used at the same monent to meet both legal 
reserve and currency drains, although indirectly and given time 
they can. Evaluate 

V. If tile J rcasury wishes to keep the interest cost of the national debt 
as low as possible, the Board of Governors cannot drastically limit 
liank credit, and vice versa. Explain 
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Price Level Theories 


Some of the earliest theories of money help to explain vvliy 
prices alternately rise and fall, and especially why, following the 
Napoleonic War, the Civil War, and World Wars I and II, they 
have for a time risen so very markedly. The interest of the pro- 
fessional economist io such phenomena has been matched by that 
of the general public. When price levels rise, all debts defined 
in money lose real value, and this involves social injustices. 
Households that placed their savings in bonds, bank accounts, or 
life insurance policies tend to lose some of their real wealth. On 
the other hand, people who liave borrowed money are now in a 
position to repay in less valuable dollars. A hyperinflation — 
which multiplies prices millions of times and eventually destroys 
the currency — has decimated the holdings of the middle classes of 
more than one Central European country. It is therefore not 
surprising that both the commodity theory and the quantity theory 
of money, more than most economic theories, have in one way or 
another received a great deal of legislative and public attention. 
Whether they have been generally understood is another matter. 

The Commodity Theory 

As is so often true of theories, there is more than one version of 
the commodity theory of money; we shall distinguish between the 
original theory and the qualified version of later years. 

The Original Theory 

The earliest version of the commodity theory viewed money as 
though it were a commodity just like any other product. Nor 
was this so unreasonable a view, a hundred years or so ago. Most 
of the effective money stock then consisted of gold or silver or 
copper, which had intrinsic worth. It is a reasonable statement 
that in those times most money was gold. 
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The value of money was therefore thought to be determined by 
the value of gold. The value of gold was in turn held to be de- 
termined in the same manner as the value of copper, lead, or any 
other mineral is determined. In other words, the value of gold, 
just as that of any other commodity, was considered dependent 
upon demand and supply forces, and more especially upon the 
value of its uses and the costs of its production. Therefore, be- 
cause it was both in demand and difficult to supply, gold was an 
economic good and possessed value. 

Moreover, and this is more to the point, if gold is like any other 
commodity, its value should rise if demand increases or supply de- 
creases. For examj)le, in times of political unrest when people 
wish to hold their wealth in the form of gold, so that the demand 
for it is great, the value of gold and of money would be expected 
to increase and the prices of goods to fall. With new discoveries 
of gold, as in C^alifornia and Australia in 1819, the cost of supply- 
ing gold should decrease, and the commodity theory suggests that 
the value of gold should fall as the prices of other goods rise. 

The Qualified Version 

Paper money came into general circulation during the nine- 
teenth century. The bearer of paper money always had a right 
to demand legal tender from the bank issuing the note, and, if 
this legal tender was not gold, to demand gold from the bank or 
government that issued the legal tender. Originally, most of the 
paper money in circulation was fairly completely, although often 
indirectly, backed by gold; but in time the total issue of paper 
money became a larger and larger multiple of the gold stock that 
backed it. Realistically, although perhaps not legally, the connec- 
tion between gold and money came to be more and more tenu- 
ous. 

However, so long as a government maintained its money on a 
gold standard, some people held to the view that the value of 
money was at least not unaffected by the value of gold. They 
might perhaps be willing to admit that money could no longer be 
identified with gold, as it had been in pre-paper-money times, but 
they put their credence in the assertion that money was still a 
“shadow” of gold. This “shadow** could be lengthened, as it 
were, by lowering what used to be called the “gold content** of the 
national standard money. 
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The last serious attempt to formulate policy upon the basis of 
this qualified version of the old commodity theory may have oc- 
curred when the United States ''devalued'' the dollar in 1933-34. 
The New Deal Administration was anxious to raise commodity 
prices, and several agricultural economists advised the President 
to increase the Treasury's gold buying price to further this end. 
Their argument was that gold is a commodity, just as grains and 
minerals are commodities, and that the exchange values of com- 
modities are based on their relative use value and supply cost. 
Hence, if the price of gold were increased by the Treasury, the 
prices of other commodities versus gold would remain approxi- 
mately unchanged in the absence of new uses or supplies of gold. 
Actually, when the Treasury slowly raised its ounce price from 
$20.67 to $3v5.00, the exchange value of gold also rose by about 75 
per cent, but the price level did not rise until later, and then prob- 
ably for other reasons. 

Comments 

Several centuries ago the commodity theory made sense. It is 
not tenable today, however, when the possession of legal tender 
does not entitle one to demand a prescribed quantity of gold. 
With no gold standard remaining, there is no longer any light to 
cast gold’s "shadow” upon the nation’s money. 

It is of course true that, if national governments ceased to deal 
in gold, the price of gold might fall back to its "commodity” value; 
that is to say, its value would again depend upon its costs of pro- 
duction and the importance of its uses. At the outset, in view of 
the enormous monetary gold stocks that would then become avail- 
able for commercial use, the price of gold would probably fall to a 
level permitting its use as an electrical conductor, a liner for steel 
beer cans, and even perhaps a plating material for automobiles in 
place of chromium. However, at present official prices, gold is 
not an ordinary commodity, and its real or exchange value with 
other goods depends upon its relative price, rather than its price 
upon its exchange value. 

One commodity aspect of gold will however continue to be im- 
portant. Gold, being a comtnodir.y, can be produced, and so it is 
at today's high prices. The purchase of newly recovered gold by 
the Treasury creates new check money besides providing a base 
for further expansion of the nation's money stock. 
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The Quantity Theory 

During the Napoleonic Wars in Europe and the Civil War in 
the United States, the warring governments issued large quantities 
of: paper money, and almost immediately the ])rices of provisions 
began to rise. Inevitably a great many people considered this 
almost simultaneous increase in prices and in the quantity of 
money to be more than a coincidence. A theoretical explanation 
of j^rice levels in terms of the money quantity was developed. 

Crude and “Value of Trade’’ Versions 

The most dogmatic form of the quantity theory of money is that 
price levels vary directly, that is to say proportionately, with the 
(juantity of money. If the quantity of money doubles, the price 
level j)resumably doubles. Some people have thought it to be as 
simple as tliat. 

Sometimes, of course, there is some doubt about what is meant 
by the ([uantity of money. Is “money’' mentioned in this connec- 
tion limited to gold, to legal tender, to money issued by the Treas- 
ury and Federal Reserve Banks, to demand deposits, or to all bank 
deposits including inter])ank deposits and savings accounts? 
Proba!)ly the most useful concept of money in this connection is 
the one we adopted in the preceding chapter; namely, that 
“money” is whatever the customs and institutions of the time and 
place consider to be “means of payment.” Specifically, for the 
United States, we defined the total national money stock as cir- 
culating legal tender and demand deposits owned by the non-bank 
public*. 

As it happens, tliere is a rough correspondence, at least in the 
United States since 1895, between the quantity of money as just 
dc‘fined and the wholesale price level index. It is true that the 
upward trend in (he cpiantity of money is more pronounced than 
that of the price index, but then the population and per capita 
production and consumption of goods has increased tremendously 
during the last 50 odd years. If this “growth of the economy” 
factor is eliminated from the money series, then the association 
bet^veen \vhoIesale prices and money stock is far too great to be 
ascribed to chance. 

Explanations ol the quantity theory of money by economists, 
as distinct from the more popular but less reasoned versions, have 
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usually stressed the fact that, especially over long periods of time, 
there are changes in the volume of trade. It would be ridiculous 
to suppose that the same quantity of money could support the 
same level of prices in 1950 (when the population of the United 
States was about 150 millions) as in 1900 (when the population was 
about 76 millions). More people normally cause more trade. 
Moreover, as a result of technological achanres, individuals have 
come to enjoy a greater volume of goods and services. Finally, 
as production becomes more specialized, more goods and services 
go through the marketplace, at all stages of production, and this 
further increases the need for money. 

Hence a more seriously held view of the quantity theory of 
money, one we might term the “volume of trade” version, is that 
the price level tends to vary, more or less directly, with the quan- 
tity of money that exists relative to the volume of trade. For ex- 
ample, if the quantity of money increased to 150 per cent of its 
former amount, but the physical volume of goods and services 
being traded for money rose to 125 per cent of its former rate, the 
price level might be expected to rise 150/125 per cent, which 
would entail an absolute increase of 20 per cent in prices. Tliis 
modified version of the quantity theory is compatible with the 
wider price swings, but it does not “explain” smaller price fluctua- 
tions of short duration. 

The Equation of Exchange 

It is simpler to understand and evaluate these two versions of 
the quantity theory if one resorts to the symbolic logic of the equa- 
tion of exchange. 

It is an obvious truism that the total amount of money spent by 
purchasers of a good (Af • V) must be equal to the price of that good 
(P) times the number of units included in the transaction (T). 
For example, if 100 units of a good are sold at $7 each, the pur- 
chasers’ outlays total $700. If M*F equals P-T for one good, 
M*V will equal P-T for every other good or service. Hence, 
aggregating all these equations, one for each and every good or 
service that is bought and sold for money, we can say that 

MV = PT 

for the economy as a whole. 

Each side of the above equation requires further explanation. 
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The financial outlay (M-V) is the product of the number of differ- 
ent units of money spent (A/) and the average number of times 
each monetary unit was spent during the same period (F). For 
instance, the same ten dollar bill might be used four times during 
the period in question, in which case its contribution to aggregate 
AI-V would be $10. Annual statistics, for any modern economy, 
will show that monetary outlays (M-V) exceed the total stock of 
money (M), and so we can only surmise that money has an appre- 
ciable velocity of circulation (V). On the other side of the equa- 
tion, we have where T represents the physical quantity that 
is sold. If 50 pounds of butter were sold by the producer to sev- 
eral retailers, and by them resold again to housewives, it has been 
sold twice, and T would stand at 100 pounds, so far as these trans- 
actions are alone concerned. Resales always raise T whereas 
direct distribution from producer to consumer would tend to 
lower it. 

^Fhe two versions of the quantity theory of money can best be 
understood and evaluated if the equation of exchange (P-T =: 
M-V) is divided through by T so that it becomes a price level equa- 
tion (P-z M-V/'P). (Certain features of this price level equation 
( an be seen more readily if we re-express it in the form of three 
identities, as follows: 

Tlie first klentity higlilights the basic and unreasonable assump- 
tion that underlies the more dogmatic version of the quantity 
ilieory. In the statement tliat the price level (P) varies directly 
u itli inoiiey stock (M), it is implicitly assumed that V/T remains a 
constant. In other words, if population and technological changes 
cause the volume of trade to double, it is in effect held that the 
velocity of money will also double. Under certain circumstances, 

I and / might rise together, but this is not necessary, and there is 
no reason to suppose that the.se changes would be proportionate. 

The second identity serves to emphasize one of the basic defects 
of the volume of trade” version of the quantity theory. Whereas 
the dogmatic version tended to forget the influence of V and T, 
the more sophisticated version tends to overlook V. The “trade” 
version of the theory is only valid if V is constant over time. If 
the money stock turns over on an average 3.0 times during one 
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year, but has a velocity of only 2.5 during the next year, even the 
more refined version of the quantity theory will fail to explain the 
facts. However, fortunately for this more reasoned version, the 
velocity of money seems to be more stable over long periods of 
time than either M or Hence, for long-run analysis, the “vol- 
ume of trade” version of the quantity tli(\)ry, although still in- 
complete, probably stresses the three most important variables in 
the equation. 

The Causal Problem 

Another weakness of both versions of the quantity theory is 
that they seem to suggest that changes in prices are caused by 
changes in the money stock. For instance, one infers that M 
increases originally and that, after allowances for changes in either 
V or T, there is a subsequent cliange in I\ It is by no means clear 
that there is either a causal or a chronological sequence of this 
kind. The path of events might be reversed. Rising prices, 
especially of raw materials, may stimulate firms to buy ahead of 
their needs and so drive them to the banks for loans; these new 
demand deposits are in effect an addition to the money stock. 
When prices are falling, buyers defer purchasing, so that T is 
influenced by P. During a period of hyperinflation, when every- 
body is competing to convert money into goods, P and V interact. 
Any theory of money, such as the quantity theory, that always casts 
prices in the role of a dependent variable should be scrutinized 
very carefully. 

Current Thoughts on the Price Level 

Today economists do not hold any definite theory explaining 
the magnitude and direction of price level changes. The equa- 
tion of exchange is accepted as a truism and only valued as such. 
It is recognized that prices, the stock of money, its velocity, and 
the volume of trade are all variables and are all interacting. It 
is now generally understood that, while the equation of exchange 
can be used to describe what has happened, it does not explain 
why these changes occurred. 

Importance of Motives 

A more fundamental explanation of price level changes must be 
sought in the motives and expectations of households, firms, and 
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governments. Prices tend to rise, other things being equal, when- 
ever a substantial part of the economy’s population commence to 
spend, for some reason, at a more rapid rate. One reason they 
spend more rapidly (i.e., M-V increases) may be that each of them 
holds more money (i.e., M has increased). On the other hand, it 
has happened in the past that, although M increased, the public 
only slightly altered its spending habits, so that M-V rose only 
slightly as V fell. The expected course of future prices may influ- 
ence public spending more than the size of the national money 
stock. Businessmen tend to spend more rapidly, especially for 
plant and inventory additions, if business prospects appear favor- 
able. During World War II, M-V did not rise proportionately 
with M, possibly because the fact that many durable consumer 
goods were unobtainable led the public to bank its savings. When 
considering the possible effects of an increase in M, one must 
discover who holds the extra money, whether prices are generally 
expected to rise or fall, whether business prospects arc bright or 
dim, and many other facts and fancies. M may have a dominant 
influence on P in the long run, but from quarter to quarter it can 
be overshadowed by a host of factors that affect T and V, 

Price Relation Changes 

Today the tendency is less to discuss the price level than to 
analyze the relative movements of groups of prices, such as com- 
modity prices, cost-of-living goods’ prices, security prices, and so 
on. More people are nowadays familiar with the construction of 
price indexes and with the fact that while the average of all prices 
may be rising the prices of many goods may actually be falling. 
These price changes within the price level are often more en- 
lightening than changes in the price level itself. 

Attempts at Measurement 

Another modern tendency is to cease arguing theories pro and 
C 071 and instead to attempt the measurement of some of these con- 
troversial relationships. 

for instance, the average value of all circulating legal tender 
[M) is reported by the Treasury and the average value of all de- 
mand deposits not owned by banks (M") is also reported by the 
Federal Reserve Board. The ratio of bank debits to demand de- 
posits gives an approximate estimate of the velocity of check 
money. If the turnover of legal tender is the same as that of 
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demand deposits, it is possible to estimate M-F. Then M-F is 
the value of all money disbursements and it is naturally equal to 
P* T, which is the value of all money receipts. The magnitude of 
these items in certain selected years is set forth in Table 7. The 
simultaneous rise in AF and fall in Af" between 1929 and 1934 is 
in part explained by panic bank withdrawals during the bottom of 
the 1933 depression. 


I’ABTJ*: 7 

Equations ok Kxciian(;e and Income 
(Dollars in Billions) 


Year 

M' 

M" 

Af 

V 

MV = PT 

p'O 

V 

1929 

$ 3.6 

$22.9 

$26.5 

37.8 

$ 1.002 

87 

3.29 

1934 

4.7 

18.4 

23.1 

lO.-l 

379 

49 

2.12 

1910 

6.7 

32.7 

39.4 

13.2 

512 

81 

2.06 

1916 

26.5 

92.9 

119.4 

19..5 

2,330 

178 

1.49 


Sources: The Federal Reserve Bulletin; also U. S. Department of Commerce, Survey of 
Current Business, June 1947 Supplement. 


The value of $2,330,000,000,000 for Af-F or P-T in 1946 may 
appear startlingly large in view of the fact that the national (factor) 
income was only $178 billions and not $2,330 billions that year. 
This disparity is due to at least three reasons. First, part of P-T 
is occasioned by the sale of titles to wealth (for example, the trad- 
ing of bonds). Second, part of P- f is the resvilt of speculative 
transactions in commodities, in which the same trader may buy 
and sell but never use liis purchases. Third, there is double 
counting when a firm buys materials and then sells them after 
some act of production (for example, when steel is purchased and 
then resold as a refrigerator). The value of all commercial trans- 
actions far exceeds the value of economic production. 

Gross and Net Payments 

The economist is not particularly interested in the turnover 
of money or in the gross volume of coiumercial transactions. He 
is more concerned with the net output of the national economy 
and the net income of its residents. It he has an interest in price 
changes, it is probably in the prices of finished goods, rather than 
the prices of everything bought and sold in the economy. Conse- 
quently, instead of an equation of transactions, the economist may 
on occasion wish to set up an equation embracing the national 
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stock of money and the national income. Such an equation • 
which we shall call the equation of income would be. 

p-O — M -v 

where O is net national output and v refers to the number of times 
each dollar of the money stock is earned as net income during a 
year. 

The last two columns of Table 7 give estimated values of p-O 
and of V for certain selected years. In this case the value of v was 
obtained by dividing M into On the whole, v tends to be 

about one-ninth of V and in more years than not they change in 
the same direction. An income velocity of 3.0, for example, 
means that we can think of each dollar of the national money 
stock entering into some household’s income stream every four 
moiuhs or one-third of a year. The mean length of calendar time 
tliat intervenes between the moment a given dollar becomes part 
of the income of two successive households will be called the in- 
come j)eriod. On the other hand, a dollar becomes somebody’s 
gross receipts about 30 times a year, or approximately once every 
twelve days, which lapse of time might be called the spending 
period. The income period is as many times longer than tlie 
spending period as V is larger than v because they are linked by 
the same sized stock of money. 

The contrast between the exchange approach (which uses V 
and 7') and the income approach (employing v and O) is enlight- 
ening. V- 'V is the total value of a year’s commercial transactions 
whereas p-O is the value of the nation’s annual income. T is the 
sum of the number of times each kind of good is sold, whereas O 
is the extra goods and services that are made available for use. V 
is the number of times a dollar changes hands, whereas v is the 
number of times a dollar becomes income, to be invested, spent, 
or taxed. Consequently the price symbol does not have the same 
meaning in each equation. The P of the equation of exchange 
is the average price paid for everything sold. The p of the in- 
come eciuation is the average price of a finished good that is added 
to capital or consumed. 

Economic Significance of Changing Prices 

The p of the income equation is of course equal to M -v divided 
by O. Naturally, national output does not consist of a “typical” 
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product, and so p, which logically is the average price of an average 
final output, has no absolute significance. However changes in 
p are more meaningful. 

Such changes in p indicate changes in the ratio oi M'V to O, 
without explaining why they occur. It is as though your auto- 
mobile had a fluid coupling between its engine (money income) 
and its wheels (real output) and a gauge (price) to indicate the 
degree of clutch slip. Going uphill (a business upswing) the 
engine drives the wheels and the clutch slips; going downhill (a 
business downswing) the wheels drive the motor and the clutch 
slips in the opposite direction. 

If the flow of money income increases, because of an inerjase 
either in the quantity of money or in its income velocity, will there 
be a sympathetic increase in the flow of final goods and services? 
If there are idle factors of production waiting to be used, an in- 
crease in money income is likely to increase real income. How- 
ever, during times of full employment, and when in addition lack 
of fabricating capacity may impose specific bottlenecks, a larger 
money income will begin to raise prices rather than output. 

Statements for Consideration 

1. It is an open question today whether the value of the dollar, or 
the value of gold, depends upon the dollar price paid for gold. 

Discuss 

2. According to the original commodity theory of money, a new in- 

vention, which halved the cost of recovering gold, would tend to 
double the price level, even though the quantity of gold remained 
almost unaffected. Discuss 

3. The commodity theory of money explains price movements within 

countries on a full gold standard. Evaluate 

4. It cannot be a coincidence that price levels tend to reach new 

peaks soon after wars during which governments have expanded 
the means of payment. Discuss 

5. The equation of exchange is essentially a truism possessing little 

significance. Evaluate 

6. Both quantity theories of money completely overlook F. Evaluate 

7. The equation of exchange in effee t states that the price level is 

dependent upon changes in M, and rather than the other 
way around. Discuss 

8. The expected course of future prices may influence public spending 

more than the size of the national money stock. Exemplify 

9. A rising prise level means that all prices are rising. Evaluate 

10. The P of the equation of exchange and the p of the equation of 
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income are the same in magnitude at any given moment. Evaluate 

II. Rising price levels work an injustice upon those who own life in- 
surance or endowment insurance policies. Explain 
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The Circuit of Payments 


Ever since the Great Depression of the early ’thirties, and even 
before to some extent, money has been studied in relation to em- 
ployment rather than to prices. Coupled with this shift in inter- 
est, there has occurred a change of viewpoint. Spending has 
come to be analyzed in terms of receipts rather than of money 
stocks. After all, the reason a rich man spends ten times more a 
year than I do is not that he keeps so much more money in the 
bank, but that his income is ten times greater than mine. 
Firms and governments also gear their spending to their receipts 
rather than to their bank balances. This rather simple and ob- 
vious fact has interesting theoretical consequences for employ- 
ment theory. 

The spending of money does not destroy it. In normal times, 
money circulates through a succession of recipients, each of whom 
eventually becomes a spender in turn. Opposed to thio circula- 
tion of money — if we neglect debt transactions — there is a circula- 
tion of goods and services. It is an obvious idea, and a simple 
hope, that an increase in the circulation of money will increase 
the production and availability of goods and services, rather than 
simply bring about an increase in prices. 

Unfortunately, people do not always spend their receipts; they 
hoard money instead. When this occurs, and there are no off- 
setting additions to the money stream, the entire How of payments 
may slow down. Leakages of this kind will bring about a reduc- 
tion in effective aggregate demand which in turn may cause 
unemployment. 

The Savings Bogey 

An alternative title for this section might be Is Unemployment 
Caused by Underconsumption? 

Most households, and especially households enjoying relatively 
high incomes, spend only a fraction of their incomes on consump- 

91 



92 THE CIRCUIT OF PAYMENTS 

lion. Whereas a household possessing an income of $2,500 a year 
may spend all of it and go into debt besides, a family having 
$25,000 a year may spend only lialf this amount on consumer goods 
and services. As one goes up the income scale, one finds that the 
disposable income of households (i.e., their income after income 
taxes) becomes a decreasing percentage of their gross income. 
Moreover, the higher a household’s disposable income, the greater 
its proportionate savings will probably be. Some people have 
thought that these income taxes and savings, which explain the 
difference between gross income and consumer spending, are leak- 
ages that slow the flow of payments and so contribute to unem- 
ployment. It has sometimes been suggested that, if the distribu- 
tion of household incomes were rendered less unecjual by govern- 
ment action, business depressions would be avoided. 

Is it true that direct household taxes and household savings are 
“leakages” in the flow of payments? It all depends upon whether 
tlic agencies that receive these taxes and savings proceed to spend 
them. In the case of taxes, do the collecting governments spend 
their tax receipts (in which case there is no leakage) or build up 
budget surpluses (in whic h case there will probably be a leakage)? 
Very few governments maintain substantial surpluses; it is par- 
ticularly rare for tliem to do so during a depression, when public 
works and unemployment relief usually occasion deficit govern- 
ment ])udgets instead. Hence tax leakages are usually more than 
offset by government spending. 

The situation is more complex in the case of savings from dis- 
posable income. Savings may be invested directly in some fam- 
ily business or indirectly in the securities of some linn or govern- 
tnent, which presumably will spend the money it is raising in this 
way. Savings that arc so employed are spent. By no means is all 
tile spending in an economy for consumer goods. Producer goods 
are usually bought with money, too! 

Not all savings are put to work in these ways, however. The 
saved funds may simply be held, in a mattress, in a safety deposit 
box, or in a bank account. The accumulating of money in this 
way is sometimes described as hoarding. If households lioard 
their savings rather than investing them, and there is no counter 
dishoarding elsewhere in the economy by firms or governments, 
the flow of payments will be slowed. It is not saving but hoard- 
ing that is the bogey of an economy. 
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At eacJi rate of payments, firms and households will tend to save 
a certain sum and to invest a certain sum. At each rate of pay- 
ments, governments will tend to tax a certain sum and to spend a 
certain sum. Hence, at each rate of payments, there will be a 
certain associated and combined private saving and government 
taxing. Also, at each rate of payments, there will be a certain 
associated and combined private investing and government spend- 
ing. The circuit of payments, assuming the stock of money to be 
constant, cannot be forced below or above that rate at which 
private savings plus government taxes equal private investment 
plus government spending. 

If, for some reason, the non-bank public decides that, at e? Ji 
rate of payment, it now wishes to save more or invest less than 
before, the circuit of payments will slow and contract unless the 
government undertakes offsetting policies. It might offset in- 
creased private saving with reduced government tax rates and 
reduced private investing with increased government spending. 
When the circuit of payments is in equilibrium, i.e., neither ex- 
panding nor contracting, any excess of private sa\'ings over private 
investment must, if the rate of payments is to remain unchanged, 
be offset by an excess of government spending over government 
taxes (see Appendix C). 

Hoarding and Dishoarding 

At any given moment the ownership of the national money stock 
is distributed among households, firms, and governments. Exist- 
ing money — unless it is lost or destroyed — is always owned by 
someone. The desire to owm wealth in the form of money has 
important repercussions on the flow of payments. 

The main disadvantage of o^vning wealth in the form of money, 
rather than as securities or other earning assets, is that legal 
tender and demand deposits do not earn interest or profits. On 
the other hand, there arc several reasons for wishing to hold some 
of one’s wealth as money, and these are described in Chapter 11. 
One reason is convenience in carrying on day-to-day transactions. 

Most people hold money income for a little while before they 
spend it. One explanation of this is that, while people spend 
from day to day, they receive income periodically. Dividends are 
frequently paid once every three months, salaries sometimes once 
a month, and even laborers are often paid by the week. How- 
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ever food, transportation, and entertainment expenditures may be 
made every day. Some money must be held to bridge the time 
gap between receipts and disbursements. 

If a household spends its entire income on consumption, and 
its breadwinner receives a monthly salary of $500, it will have a 
spending time lag of at least half a month approximately. If it 
is “broke” just before each payday, its money holdings fluctuate 
between $500 and zero dollars, and its average cash balance will 
be $250. If it is receiving and spending $500 monthly, and on 
an average holds $250, then the average time interval between re- 
ceiving a dollar and spending it is about 15 days, or half a month. 
Of course, if this household usually holds an additional “rainy 
day fund” of $750, which is not invested, its average money 
holding is $1,000; then its spending time lag, in view of the $500 
“through])ut” a month, is two months. 

When a houseliold or firm elects to hold more money, but its 
rate of receipts is unchanged, it lengthens its spending time lag. 
For example, if the above household saved and hoarded another 
$1,000 out of income, after which it began spending at its income 
rate of $500 a month again, its average spending time lag would 
now be four months, since its average money stock would now 
be $2,000. On tlie other hand, if a household decided to spend 
some of its money holdings for government bonds, its subsequent 
spending time lag would be shorter than before. 

Obviously, with a given national money stock, all the house- 
holds, linns, and governments in an economy cannot hoard more 
money at the same time. They may all simultaneously attempt 
to hoard. However they cannot all simultaneously succeed in 
their attempts to hold more money unless more money is created 
by the banking system. 

Nevertheless, most units in the economy may try at times to 
hoard, and so increase their money stock, by sjiending at a slower 
rate. Given suflicient will power, most households can slow their 
rate of spending. However, this slows the receipts of the next 
units along the circuit of payments, so that the final consequence 
will be a reduction in income rather than larger money hoards. 

A hypothetical example may clarify this. Let us suppose that 
the aggregate payments of a national economy total $2,000 bil- 
lions a year, that the money stock in the hands of the non-bank 
public is $100 billions, and the average spending time lag is 
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of a year, or about 18 days. Households, firms, and governments 
now attempt on balance to hold more money, and so slow their 
spending in relation to their consequently declining receipts. 
They cannot hold more money in actual fact, because the banks 
are “neutral,” neither expanding nor contracting the means of 
payment. However, in attempting to hoard, they may succeed 
in lengthening the average payments time lag from t.o ^{5 of 
a year. In this case, the aggn‘gate of annual payments can only 
be 15 times the national money stock and will thus fall to $1,500 
billions. 

Another way to look at this shrinkage in the aggregate national 
payments would be to view it as a decrease in the transaction 
velocity of money. Before the hoarding attempt, the national 
money stock of $100 billions turned over as receipts 20 times a 
year, and our V of the previous chapter was 20.0. After the 
hoarding attempt V is 15.0 and the aggregate of national receipts 
has fallen from $2,000 billions to $1,500 billions. 

We have just stated that all the units in an economy cannot 
succeed in simultaneously hoarding or dishoarding unless the na- 
tional money stock changes. However, it is perfectly possible, 
and indeed usual, for some units to hoard while others dishoard. 
In this connection it is important to distinguish between active 
and passive hoarding and dishoarding. 

If firms collectively decide to invest their cash holdings, and so 
dishoard, the income of households will tend to rise. These 
households, even though they do not lengthen their spending 
time lag, will find themselves with a larger holding of money. 
For example, our household that used to receive and spend $500 
a month may now be paid an income of $600 once each month. 
If it continues to spend all its income every month, the average 
amount of money it holds to carry on daily transactions will be 
$300 instead of $250. Its spending time lag is still half a month 
but it holds $50 more. Such a household is a passive hoarder, 
and this behavior is due, in the assumed circumstances, to the ac- 
tive dishoarding of firms. 

When a unit in the economy, such as a household or firm, 
maintains the same ratio of money to receipts, it cannot be de- 
scribed as an active hoarder. Hence one cannot detect active 
hoarders by noting which households or firms now hold more 
money than before. Active hoarding units are those that are 
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lengthening* their payments time lags or are holding a larger 
fraction of income as cash. 

Hoarding must be distinguished from saving. A family that 
sells $1,000 worth of securities, but spends only $500 of the pro- 
ceeds on consumer goods, is hoarding and dissaving at the same 
time. On the other hand, a firm that uses $100,000 of accumu- 
lated profits to pay off its outstanding notes is simultaneously dis- 
hoarding and saving. 

Expanding the Flow of Payments 

As already stated, unless prices rise, an acceleration of the flow 
of payments might very likely increase economic activity, em- 
ployment, and welfare. 



Fig. 3. A Circuit of Payments. 


Some of the ways in which this might come about can best be 
understood by relerring to Fig. 3, which is a schematic illustra- 
tion of the pattern of payments. It breaks down the economy 
into households, firms, governments, and banks, as in Chapter 2. 
I he arrows show the direction of payment and they are tagged 
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in the way their recipients would describe them. Incidentally, 
“loans'’ include the money received upon the discharge of a loan, 
or the liquidation of real capital assets, as well as ordinary bur- 
rowing. 

One development that would obviously speed the flow of pay- 
ments would be if one of the non-bank groups would spend its 
receipts more rapidly. Another obvious possibility would be for 
the banks to advance new credits. The practical difficulty heie 
is that in depression periods, when the flow of payments needs 
expanding, banks are usually unwilling to lend money to firms 
that want to borrow. It is for this reason that many people have 
recommended that governments, and especially the federal gov- 
ernment, should expand the means of payment and the flow of 
payments through deficit financing during business depressions. 
The central government in effect has the power to force the cen- 
tral bank to loan it money to cover budget deficits. 

Through Active Dishoarding 

If there is active dishoarding in part of the economy, with no 
active and offsetting hoarding elsewhere, the flow of payments will 
be accelerated. 

Let us suppose that governments hold no money, firms hold 
$80 billions, and households $20 billions. The spending time 
lag of firms is of a year, and that of households is of a year. 
Firms receive $400 billions from households each month and 
households also receive $400 billions from firms each month. 
Banks and governments are excluded from this model. Now let 
us suppose that firms reduce their spending time lag from Vs to 
}io of a year. Flows 1 and 6 immediately increase. This causes 
flows 5, 3, 2, and 4 also to increase. And this in turn causes all 
six flows to increase. The whole circuit of payments has ac- 
celerated and expanded. 

However, the zero and of a year time lags of governments 
and households, respectively, remain unchanged. Hence house- 
holds will find themselves passive hoarders, holding more money 
because their receipts have increased. Moreover, the firms, which 
instigated all these developments by suddenly reducing their 
money holdings from $80 to $40 billions, i.e., by actively dishoard- 
ing, will begin to find that they too are passively hoarding as 
their receipts also rise. 
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This will continue until the $40 billions of actively dishoarded 
money stocks are passively hoarded. In the present case, if the 
new spending time lags are t)f a year for firms and Yjq of a 
year for households, on an average, the final distribution of the 
national money stock will be $67 billions among firms and $3;1 
billions among households. The payments of households to 
firms, and of firms to households, will now be $667 billions a month 
in each direction, instead of $400 billions a month as hitherto. 
44ie autonomous spending of $40 billions by firms has increased 
their total flow of payments by $535 billions, or 13.3 times, be- 
cause the spending time lag is now a little less than of a year, 
on an average, for the entire economy. 

Through Bank Credits 

4 he circuit of payments will be accelerated if new money is 
created through loans made by the banking system. It does not 
make much difference whether these loans are originally injected 
by way of governments, firms, or households. For instance, in- 
stallment buying loans to households will increase flows 3 and 5, 
then increase flows 1, 2, 4, and 6, and then all six flows. After 
a few rounds of the circuit an injection anywhere along it will 
have become diffused throughout the whole pattern of payments. 

What might happen if the bank, through new credits, maintains 
an injection of $10 billions via the rather improbable channel 
of installment credit loans to households, and so permanently in- 
creases the national money stock from $100 billions to $110 bil- 
lions? 4'his will increase flows 3 and 5, and then flows 1, 2, 4, 
and 6, and then all six flows together. When will equilibrium 
be established? 

It rather depends upon whether the average rate of hoarding 
is ecpial to the viarginal rate of hoarding. The average rate of 
hoarding for the entire economy is found by dividing the national 
money stock by the aggregate annual payments — it is, in other 
words, the reciprocal of V. AVe shall suppose that, before the new 
installment credits, this was $100 billions over $2,000 billions, or 
0.05. However, does this mean that the various units of the 
economy would, if they received an extra $1.00 billions a year in 
receipts, wish to hold only an extra $0.05 billions in bank balances 
and legal tender? The ratio of extra money holdings to extra 
receipts is the marginal rate of hoarding. In the real world, the 
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marginal rate of hoarding may well be different from the average 
rate, in which cases additions to the money stock have a dispropor- 
tionate effect on the flow of patterns. 

In order to answer th.e above question, we s!i ill suppose that 
the average rate of hoarding was 0.05 and than the marginal rate 
of hoarding is 0.10. These rates apply to households and firms 
together. If governments spend their receipts immediately, they 
are, in effect, neutral in the present problem. The final result 
will be an increase in the aggregate national [payments of $100 
billions, because this is equal to the increment in the national 
money stock divided by the marginal rate of hoarding. The aver- 
age rate of hoarding is now higher, the spending time lag is a 
little longer, and the transaction velocity of money has fallen. 

Through Government Deficits 

There is at least a theoretical possibility that full employment 
might be reached and held through large-scale expenditures of 
new money by the national government. Such new money would 
be provided to the government by the banking system and would 
then be injected into the circuit of payments. In this way the 
government might be able, not only to compensate for the tend- 
ency of the banking system not to renew maturing private loans 
during depressions, but actually to expand the flow of payments. 
Some economists hope and believe that an expansion of the flow 
of payments would be associated with a rise in real national in- 
come and a reduction in unemployment. 

The consequence of a deficit in tl^e budget of the United States 
Government is usually an injection of new bank credit into the 
circuit of payments because most of the deficit will probably be 
covered by the sale of United States Securities to the Federal 
Reserve. A deficit budget may come about through additional 
expenditures or a reduction in tax receipts. Actually, during de- 
pressions, budget deficits tend to arise from both causes; public 
relief designed to help the unemployed will increase disburse- 
ments, while simultaneously tax receipts will decline, not because 
tax rates are lower, but because the flow of income and goods 
upon which taxes are levied is contracted. 

What will happen if the government suddenly makes a single 
injection of one hundred million dollars new credits obtained by 
borrowing from the central bank? As we have alread\ seen, the 
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consequences depend rather upon the marginal rate of hoarding 
whicli we shall again suppose is i/io.' m other words, recipien s o 
extra money usually wait about one-tenth of a year e ore ey 
spend it. Moreover, and this we have not yet taken into account, 
the government is not really “neutral.” It does not always spend 
immediately what it receives and sometimes it spends before it 
receives. Governments have their hands in everybody’s pockets, 
gathering excise taxes, excess profits taxes, and income taxes. 
Almost every time money changes hands in exchange for goods 
or services the government usually manages to be included. In 
the forthcoming analysis we shall suppose that 5 per cent of each 
money transfer on an average reverts to the federal government. 

Induced Tax Leakages. Under these circumstances, if the 
government injects .?100 millions, perhaps by giving bonuses to 
veterans or hiring more employees, the lirst group of recipients 
will wait Yu) of a year on an average before spending these incre- 
mental receipts. At the end of this period, these recipients rvill 
spend what is left after taxes on either consumer or producer 
goods. I'liere will be $95 millions left to pass on to the second 
group. After another i/io of a year, on an average, the second 
group will respend their increment in receipts. The govern- 
ment’s share this time, obtained through cigarette and liquor 


taxes, income taxes, entertainment and travel taxes, and so on, 
will be 5 per cent of $95 millions, or $4.7 millions. The third 
group of recipients will be able to pass on only (.95)® of the orig- 
inal $100 millions. And so it goes, with another respending 
every tenth of a year, and with 5 per cent of the remaining amount 
reverting to the government as taxes on each respending. Even- 
tually, after an inlinite time, all the original injection would 
revert to the government, which could then completely discharge 
its debt to the central bank. The first three columns of Table 8 
show the manner in which the original injection is gradually 
recovered through extra tax receipts. 

What would happen if the government injected $100 millions 
of new money every tenth of a year? The circuit of payments 
would increase gradually, at a declining pace, until eventually a 
new and higher inaximuin flow of payments was attained. As the 
increment in the flow of payments becomes greater and greater, 
the government's 5 per cent share becomes larger and larger in 
terms of dollars, until eventually the extra tax receipts each tenth 
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of a year are equal to the periodic injection of $100 millions. 
Ev'entually, but only after an infinitely long time, equilibrium 
would be established in this way. 


TABLE 8 

Injections, Taxes, and P\y mi nts 
(Dollars in Millions) 


Spend iiij* 

Single lnj( | 

Siiccessise 

Injections 

Periods 

Kxtra Payts. I 

Extra Taxes 

Extra l‘.ivts. 

Extra 4’axes 

1 

$100.0 ' 

s.n.o ' 

S 100.0 

S 5.0 

2 

0.f).0 

4.7 

195.0 

9.7 

3 

90.2 

1.5 

285.2 

15.2 

4 

85.7 

1.3 

370.9 

19.3 

5 

81.1 

4.1 

1.52.3 

23.1 

10 

63.0 

3.2 

802.3 

41.0 

15 

48.8 

2.4 

1 ,073.2 

54.5 

20 

37.7 

1.9 

1.282.7 

65.0 

25 

29.2 

1.5 

1,441.9 

7.3.1 

30 

22.6 

1.1 

1 ,570.3 

78.4 

00 

0 

0 

2,000.0 

100.0 


Now, if the ratio of extra government tax receipts to extra 
public spending (t) is always .05 of the extra spending in each 
period, and eventually these extra tax receipts equal the periodic 
injection of $100 millions, we know that these extra tax receipts 
will eventually be $100 millions each period also. Hence we 
know that the eventual increase in the flow of payments each pe- 
riod must be 1.00/.05 of $100 millions, which is $20,000 millions. 

The last two columns of Table 8 show the consequences, step 
by step, of periodic injections of $100 millions. In the first pe- 
riod the extra payments consist of a $100 millions injection. In 
the second period the second group receives $95.0 millions of the 
first injection while the first group is receiving the $100 millions 
second injection. In the third period, the third group is receiv- 
ing the $90.2 millions remaining from the first injection spent by 
the second group, the second group is receiving the $95.0 remain- 
ing of the second injection spent by the first group, and the first 
group is receiving the third $100 millions injection. Hence the 
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total increment in payments in the third period is $90.2 plus 
$95.0 plus $100 millions, which is $285.2 millions. 

The extent to which the eventual increase in payments is a 
multiple of the government’s periodic injection (m) depends upon 
the government’s tax share of extra public spending (/). In the 
present case / is .05 and so the multiplier is 1.00/.05 or 20.0. If 
t Imd been onc-fiftii, the eventual multiplication of periodic pay- 
ments would Jiave been fivefold. The larger is t — whether as a 
dc( imal or as a fraction — the smaller is m. 

However, these final m values will not be attained until an 
infinitely long time has elapsed. People do not live for an in- 
finitely Jong time and so what is the value of these conclusions? 
Their value lies in the fact that, although the final increment in 
payments may never be actually reached, it may be approached 
in a fairly short time. 

V'/ze Meaning of Periods, In the preceding paragraph, and in 
the table, reference has been made to ‘"periods.” These periods 
are marginal spending periods. They are the average length of 
time elapsing between the receipt of extra money and its spend- 
ing. These marginal spending periods arc actually Mo of a year 
because the marginal rate of hoarding has been assumed to be .10. 
Marginal spending periods should not be confused with spending 
time lags, which are based on the average rate of hoarding and are 
e(|ual to \/V of a year. 

Accordingly an economy might not have to wait so very long 
before it experienced a substantial multiplier effect from periodic 
injections. Column 4 of Table 8 shows that at the end of 10 
periods (which is one year if the marginal hoarding rate is Mo) 
the increment in payments will be $802.3 millions or 40 per cent 
of the final increase of $2,000 millions. At the end of three years 
— or 30 periods — 79 per cent of the final increment has been at- 
tained. In theory, at least, siguiheant results might be obtained 
in a single Presidential administration. 

The national money stock will be increased by periodic gov- 
ernment injections of new money. The amount of this increase 
will — in the absence of other expansions or contractions of credit 
by the banking system — be equal to the increase in the govern- 
ment’s debt. Hence an accumulation of all past injections minus 
an accumulation of the fifth column will give the extra national 
money stock at any time. This amount is actually shown in the 



THE CIRCUIT OF PAYMENTS 103 

fourth column and is eventually $2,000 millions also. It will 
always be equal to the final increase in payments per marginal 
spending period. 

Annual Conseqiienceii, It is now time to consider the present 
case in terms ol years rather than periods. If tlic marginal rate 
of hoarding is constantly .10, the marginal spending period will 
always be of a year. Hence a government injection ol: $100 
millions a period is ecpial to $1.0 hellions a year. Also, if the 
final increment in payments is S2.0 lullions a period, the annual 
increment will be $20.0 billions. The latter amount is 10 times 
the increase in the national money stock, as it mirsi be, because 
the marginal hoarding rate is .10. 

If the marginal hoarding rate had been greater, say .2 instead 
of .1, then the extra national money stock, and the government’s 
extra debt, would have been twice as great, given the same goals. 
Moreover, if there is a lag of of a year in spending extra receijns, 
it will take twice as long to achieve a given increment of payments; 
for example, it would take two years, instead of one year, to raise 
payments to $802.3 millions through successive periodic injections 
of $100 millions. However, a change in the marginal hoarding 
rate will leave m and t unaffected and the eventual increment in 
annual payments will still be $20.0 billions. 

The injection of $1.0 billion a year, the effects of which we 
have been analyzing, might be the result of a reduction in tax 
rates rather than of an increase in disbursements. Let us suppose 
that, in a former state of equilibrium, the national payments flow 
was $2,000 billions and that .05 of this passed through the govern^ 
ment’s hands. The national government’s budget was in balance 
with $100 billions income and outgo. Let us further suppose 
tliat it now reduced its tax rates on income, alcohol, entertainment, 
and so forth, so that now it collects .04 of the aggregate national 
payments. In the first year its receipts will be about $80 billions, 
but its disbursements, assuming it maintains the same establish- 
ment as before, will continue to be $100 billions. The resultant 
deficit of about $20 billions is in effect an injection. If t is now 
.04, m will be 25.0. Hence the increment in aggregate national 
payments will in time be $500 billions. Eventually, when this 
level of payments is attained, the government’s receipts will have 
risen to .04 of $2,500 billions, or to $100 billions, and its budget 
will again be balanced. How many months or years ^nll elapse 
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before various intcrmecliaie levels of extra payments are attained 
depends upon the marginal rate of hoarding. 

Points of Interest, The preceding discussion of payments mul- 
tipliers resulting from deficit spending of new money should be 
concluded with the following comments. First, there are many 
multipliers in economics; the m ratio, which has been discussed 
here, relates the eventual increment in national payments to the 
rate of jieriodic injections of money. Second, the periodic injec- 
tions in the table are gross injections; actually net injections 
decline with lime, as offsetting periodic tax receipts rise. Third, 
multijdiers work backwards as well as forwards; in the present 
case, if the government increased its tax rates and acquired a 
budget surplus, which it devoted to repurchasing its bonds from 
the central bank, aggregate national payments would decline. 

Why Increase Payments? 

Is the economy likely to be “better off” when the flow of pay- 
ments expands? Will the national income increase by the same 
percentage as does the aggregate of payments? The answer is 
“Not necessarily, but possibly.” 

It is true, of course, that an increase in aggregate national pay- 
ments might simply rellect a feverish buying back and forth of 
goods at in Hated prices. In fact, during an upswing, there is usu- 
ally more sjK'culative buying and selling, and prices do tend to rise. 
I lowever it is hard to believe that commercial activity will increase 
without there being some increase in economic activity. 

Another danger is that the marginal rate of hoarding will rise 
rapidly as the level of payments increases. If this were to occur, it 
would enormously increase the net cost to the government of any 
experimenting along the lines laid down above. Also, if the 
marginal spending |)criod were to lengthen, the calendar time it 
would reejuire to achieve any given percentage of the final out- 
come would increase. 

(iovernment spending will have the most satisfactory results 
for economic welfare if events flatly contradict what we have 
clescTibed as the cpiantity theory of money. It is fervently to be 
hoped that, in terms of the ecpiation of exchange (see Chapter 6), 
an increase in A/ has no tendency to raise P or lower F; i.e., that it 
will only affect T. The early and dogmatic version of the quan- 
tity theory would have held, however, that T would be unaffected 



THE CIRCUIT OF PAYMENTS 


105 


and that P would change proportionately. The practical useful- 
ness of government spending as a panacea depends in part on 
which elements in the monetary equation will vary. 

Fundamentally the question is whether resources that were 
formerly unemployed can become employed at no increase, or at 
worst only a slight increase, in real costs. Specifically, can un- 
employed men be induced to work at a money wage no higher than 
the wage that previously prevailed? Moreover, when a man is put 
to work, will his output per man-hour be as high as that of those 
workers who were always employed? If the answer to either of 
these questions is “No,” then money costs per unit of output will 
increase. To avoid rising product prices, it is essential that for- 
merly idle resources be as efficient as tliose already employed, and 
that they take employment at former factor prices; or, if less effi- 
cient, tliat they take work at factor prices tliat are enough lower 
than the former prices to match their relative inefficiency. 

The above analysis ignores interest rates and the inducements 
that lead private entrepreneurs to expand their operations by new 
investments and spending. We also have not explained why an 
economy might be in equilibrium below the level of full employ- 
ment. These matters are taken up in Part III. 

Statements for Consideration 

1. A household’s spending rate depends more upon its receipts rate 

than upon the amount of money it holds. Discuss 

2. The non-bank public can alter its hoarding rate but not its money 

hoards without bank intervention. Evaluate 

3. Rich people are responsible for depressions because they occasion 

disproportionately large savings and tax leakages in the circuit of 
payments. ^ Evaluate 

4. If firms decide to dishoard, other units, such as households, may 

become passive hoarders, finally holding more money than before 
but maintaining the same hoarding rate. Explain 

5. Hoarding and saving are sometimes equal, but they are not neces- 
sarily so. Explain 

6. A decrease in the community’s spending time lag inevitably in- 
creases its velocity of money. Discuss 

7. A decision to save more cannot slow the circuit of payments unless 

it results in the holding of more money than before. Discuss 

8. The circuit of payments approach to money is not concerned with 
just the M or V alone of the equation of exchange but with MV. 

Evaluate 

9. People who believe that economic welfare will be advanced by 
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expanding MV are, consciously or unconsciously, making rather 
definite assumptions regarding the dependency or independency 
of F and T in the equation of exchange. Exl)lain 

10. 1 he effect on total spending of an increase in the national stock 

of money depends not upon the average hoarding rate but upon 
the marginal hoarding rate. Explain 

11. So far as the circuit of payments is concerned, additions to M and 

reductions in tlie average hoarding rate are approximately equiva- 
lent. Discuss 
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Income Theory Essentials 


Everyone knows that an economy may operate at a slow rate, 
sometimes for years at a time, so that tlie level of real and money 
incomes is depressed while workers and other productive resources 
remain unemployed. Occasionally this slowdown of activity in 
a national economy continues for so long that almost permanent 
stagnation seems to have set in. At other times depressions may 
alternate with prosperity phases so that there appears to be a fairly 
regular cycle of bad and good years. 

Introduction 

Mere knowledge that depressions exist does not mean tlfet!^ 
economists and other students of the subject have always und^ , 
stood the circumstances that give rise to periods of stagnation ano^ 
phases of depression. In fact formal economic theory a century 
ago did not accept the possibility of prolonged underemployment. 
It is only in the last few decades that economists have introduced 
additional variables into their theories in order to explain the 
familiar problem of depression. 

Modern theories of employment, interest, and money demon- 
strate that an economy may be in equilibrium even when income 
and employment are below a desirable level. Psychological fac- 
tors that lead individuals to save a fraction of any increase in in- 
come, expectations regarding the future course of interest rates, 
the desire to hold a portion of one’s wealth in the form of money, 
and other factors too numerous to mention here can together 
depress the rate of economic activity. A national economy can 
be in equilibrium even in the midst of mass unemployment. 
There are no economic principles guaranteeing that a nation will 
realize the highest level of real income permitted by its available 
productive resources. A given level of income and employment 
may be consistent with a number of stability requirements, and 
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hence be cne of equilibrium, even though that level is incom- 
patible with economic welfare. 

Suboptimum ecjuilibria are in large measure due to the beliefs, 
attitudes, and behavior of each entrepreneur, investor, and con- 
sumer in the economy. Economic stagnation is not caused by the 
folly or selfishness of a few key persons. Everyone is in general 
responsible, but no one in particular is to blame, for the collective 
misfortune of underemployment. 

The following introductory sections present the highlights of 
modern income theory. Although they will be followed by a 
more intensive analysis in subsequent chapters, it is important 
that the manner in which the main pieces in the unemployment 
puz/Ie lit together l)e understood from the outset. In this way 
it is sinijder to gain a realization of the j)laces in the economy 
where the government might be able to intervene most benefi- 
cially. Modern income theory is an invitation to discard laissez- 
faire attitudes because it suggests that collective action rather than 
individual dec isions can ensure full employment and high income. 

Contrary Saving and Investing Plans 

The necessary equality of aggregate savings and aggregate in- 
vestment was stressed in CHiapter 4. Such ecjuality referred to 
])ast savings and investment. Indeed, in view of our adopted 
definitions of these terms, it would be impossible for savings and 
investment to differ in magnitude during some historical period. 

However, this does not mean that the savings that savers plan 
must be ecpial in value to the investments investors plan. In fact 
one ol the key ideas of income theory is that these savings plans 
and invesiment jdans made by different households and firms will 
ordinarily differ. Ehesc ex ante savings and investments, as they 
are sometimes called, will be ecjual only by chance. 

Here then is superficial paradox. Intended (or ex ante) sav- 
ings and investments are ordinarily unequal. But actual (or 
ex post) savings and investments are necessarily equal. In some 
Avay during each year, the processes of the economy must compro- 
mise these dissimilar plans, so that in retrospect the actualities are 
reconcileci. In the course of this “marriage,” the employment and 
income oi the ec:onoiny are determined. 

Incidentally, the term “investing” in income theory refers to 
the ac cumulating of real capital, such as factories, machines, and 
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materials in process. Investing does not refer to the financial 
act of purchasing ten shares of some company’s stocks. The 
lexicon of economies really needs a word, like “accumulating,” to 
denote additions to real capital, because “investing” to most people 
means putting out savings to earn a return. 

Most of the investing of the economy is planned and undertaken 
by firms. Most of the savings of an economy are planned and 
undertaken by households, although some firms also save and 
reinvest. The reconciliation of investment plans and savings 
plans is in large measure a reconciliation of the plans of firms 
and households. 

The following sort of complication may easily arise. The firms 
in the economy may intend, during the coming year, to produce 
about $90 billions of consumer goods, plus $10 billions more 
producer goods than are needed for replacement. Hence, on an 
average, firms intend to invest about 10 per cent of their total 
output. However, when the national income is $100 billions, as 
is supposed here, households may intend to save 20 per cent of 
their factor income, in which case they will plan to save $20 
billions. In this event, firms will not sell their entire output of 
consumer goods, but will find themselves with $10 billions more 
consumer goods inventories than they planned or desired. Firms 
have then invested $20 billions, $10 billions involuntarily in 
consumer goods inventories, and $10 billions according to plan. 
Next year, firms will probably reduce their output, and hence the 
factor income of households will fall. In fact, income will prob- 
ably continue to fall until it reaches a level at which intended 
household saving is roughly equal to intended firm investments. 

Several definitional matters regarding income (F), consumption 
(C), and savings (S) and investment (/) merit attention. It is 
often stated that: 


Y = C + I 
S = F - C 
I=Y-C 

In other words Y is defined in terms of I and C, while S and I are 
defined in terms of C and F. Superficially the above system of 
definitions appears circular. However, F can also be defined as 
the value of the real national income and C as household spending 
on consumption goods. If we use these more basic definitions. 



112 INCOME THEORY ESSENTIALS 

y and C are described independently of each other and inde- 
pendently of .S’ or /. It is also interesting to note that J — C lias 
two names. Sometimes the excess of income over consumption is 
called savings, and at other times it is called investment. Hence 
S’ and / are identities and must always be equal at the close of any 
given year. Because they are always identical and ecjual we shall 
sometimes use the symbol X to designate the savings-investment 
that actually takes place (see Appendix C). 

The Consumption Function 

Individuals have a tendency, especially marked as their incomes 
increase, of consuming only a part of their income and saving the 
balance. It seems that extra consumption, even though recon- 
stituted and increasingly varied as income rises, begins to pall. 
Perhaps the accumulation of wealth as a means to power becomes 
a substitute motive with rising income. Fortunately we need not 
know the sensations and motives that cause people to consume 
ever smaller fractions of additions to their income. It is the 
economic consequences of this phenomenon that concern us. 

Let us supjiose tiiat the consumption function, that is the re- 
lationship in some country lictween national income and aggregate 
consumer spending, is as set forth in Table 9. 

TABLK 9 


Marginal Propensities To Consume and Save 
(Dollars in Billions) 


Real 

Actual 

Extra 



Income 

Consumption 

Consumption 

M.P.C. 

M.P.S. 

•li: 80.0 

$ 78..5 




90.0 

86.5 

.^8.0 

.80 

.20 

100.0 

94,0 

7.5 

.75 

.25 

110.0 

101.5 

7.5 

.75 

.25 

120.0 

108.5 

7.0 

70 

.30 


An increasing national income is associated with increased 
aggregate consumption. However the absolute increase in con- 
sumjniou is less than the absolute increase in national income. 
For example, when national income increases from $100 to $110 
billions, consumption only increases from $94 to $101.5 billions. 
In this case the marginal propensity to consume, which is defined 
as the change in consumption divided by the change in income, 
is $7-5 billions divided by $10 billions, or .75. The extra amount 
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saved must be $^^.5 billions, since this is the difference between 
the extra national income and tlie extra consumption. The 
margitial propensity to save, which is defined as the change in 
saving divided by the change in national income, is then $^.5 
billions divided by |10 billions, or .25. The sum of the marginal 
propensity to consume and the marginal propensity to save is 
always unity, because an extra dollar of real income must be either 
consumed or saved. 

The average propensity to consume is simply the total consump- 
tion divided by the total national income. In the above example 
it is .94 when the national income is $100 billions. The average 
propensity to consume tends to fall as national income rises; the 
average propensity to save, therefore, tends correspondingly to 
increase in this example. Consequently the marginal propensity 
to save must normally be higher than the average propensity to 
save. The two average propensities must always add up to unity 
also. However, in economic analysis, it is these marginal propen- 
sities that are most important for public policy. 

The extent to which one person's extra income will successively 
become extra income for other people depends in large measure 
on the marginal saving propensities of the community. Each 
person will naturally have his own individual marginal propensi- 
ties to save. The rich will usually have higher marginal propensi- 
ties to save than will the poor. 

The character of the consumption function in the real world 
is statistically uncertain. In the United States, it is generally 
supposed that the average propensity to save increases with income 
— although, of course, the manner in which extra income is 
distributed among households is a material consideration. It is 
even possible that a given national income, distributed more 
unequally, might increase the amount of saving. The exact way, 
however, in which the marginal propensity to save varies with 
income size and distribution is a subject of controversy. 

Modern income theory implicitly assumes that the consumption 
function, for any given national economy, is fairly stable, resting 
as it does on habits of thrift, savings institutions, and the extent of 
state social security schemes. More specifically, it is supposed that 
the consumption function does not shift markedly from one phase 
to another of the business cycle. It is also assumed that the con- 
sumption function is not affected by the rate of investment. 
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Investment Sets the Pace 

Investment, given the consumption function of an economy, 
tends to determine the national income. Such is the case for two 
reasons. One is that the consumption function is held to be 
relatively stable, so tiiat the value of savings depends upon aggre- 
gate money receipts. The otlier is that money savings must equal 
real investment in the aggregate. 



Fig. 4, Income, Investment, and the Con- 
sumption Function. 

A lather special kind of diagram (Fig. 4) helps to show why 
liiis is so. I he part above and to the lelt of the Z line, which is at 
•If) Irom tlie horizontal, depicts things from the money viewpoint. 

I lie part ol the ligurc below and to the right of this line illustrates 
the real aspect ol all airs. The vertical axis represents national 
income (i.e., either inoiiey income or production) while the hori- 
/onal axis indicates its composition (i.e., either saving plus con- 
sumer spending or investment plus consumption). The fact that 
ilie saxings sc hedule SS' has an intercept on the vertical axis means 
iliat jx'ojde do not save until a certain minimuin money income 
has been attained. 

Let ns start by supposing that firms, and possibly others, continu- 
ally undeitake investments amounting to 07 in value. Now 
*cal inx'cstment of 07 is impossible — for reasons given 
in C.hapter I —unless aggregate money savings are RS and hence 
equal in value. At this point the consumption function, and 
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especially its supplement the savings function, becomes crucial. 
There is a specific average propensity to save for each level of 
money income. Consequently, given investment, the level ( f 
money income must be such that, when it is multiplied by the 
average propensity to save, the resultant dollar savings will equal 
the value of the real investiiient. In tl-c present case, it invest- 
ment is 01, money income must be OR, so that the saving of RS 
will equal OI. I hat paic o? money income ^vhich is not saved 
goes for consumer spending, represented by SZ. If consumer 
spending is at a rate of SZ it follows that, neglecting household 
stockpiling, consumption is TX, Investment plus consumption 
is, of course, equal to production or, to use another terrxi, to 
national income. 

National income would be altered if either the consumption 
function or investment changed. If investment increases, sa\'ings 
and consumer spending, and hence money income, have to in- 
crease. If the consumption function shifts, so that savings in- 
crease at each income level (i.e., the savings schedule in the 
diagram shifts to the right), then national income, other things 
equal, falls. 

In case the preceding analysis seems somewhat mechanical, it 
might be well to supplement it with a few realistic observations. 
In practice the flow of income to households depends primarily 
upon the spending of firms. Firms spend to produce consumer 
goods for immediate use and, from time to time, to obtain pro- 
ducer goods, most of which are highly durable. The production 
of consumer goods is relatively stable, and relatively well synchro- 
nized with the demand for them, at least in contrast with producer 
goods. Capital production, on the other hand, does not take 
place evenly, but in stops and starts, according to the principle 
of acceleration (see Appendix B). It is the extreme fluctuations 
in the production of capital goods, and in the flow of payments 
so generated, which gives investment an importance in the cyclivcal 
scheme of things out of all proportion to its monetary value. 

The Investment Multiplier 

Another reason why the rate of investment affects the level of 
income is that an increment or decrement of investment has a 
multiple effect. This multiple effect is due to circumstances 
already touched upon in the preceding chapter. The spending 
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of firms for investment is respent, and then respent again, and so, 
apart from hoarding and tax leakages, enters into the income 
stream several times a year. 

The extent to which investment is multiplied into extra income 
depends upon the consumption function and especially upon the 
marginal propensity to save. Under ratlier simple conditions, as 
for example when firms are not induced to invest more as income 
rises, the ratio of final extra income to the sustained investment 
increment is equal to the reciprocal of the marginal propensity 
to save. I his ratio is ordinarily termed the investment multi- 
plier and symbolized by A. If the marginal propensity to save is 
constantly ^f,, the value of A will be 5. Alternatively, and quite 
olten, A is defined as the reciprocal of one minus the marginal 
propensity to consume. In Fig. 4, the slope, from vertical, of a 
tangent to the savings curve indicates the marginal propensity 
to save tit each and every point along it; hence, by imagining a 
little extra investment on the horizontal axis, one can visualize 
along the vertical scale the extra income that might eventually 
result. 

Of course I he situation is rather more complicated if an incre- 
ment in income induces firms to invest more. The multiplier 
effect is then compounded. Some deficit financing theories assume 
that, once some deficit spending of new money is undertaken by 
goveinment, business will provide additional injections by invest- 
ing. 


The Marginal Efficiency of Capital 

The willingness of firms to invest depends in large measure 
upon their estimates of the future earning power of capital funds 
that might be invested in additional producer goods. 

The anticipated earning power of a capital asset is based upon 
its cost of acquisition and the estimated net income it will produce 
dining future years. There will always be some rate of discount 
that will render the present value of the asset’s estimated income 
stream equal to the asset’s supply price. The “efficiency” of a 
particular capital asset can be expressed in terms of this rate of 
discount. Take a very simple example: if an extra unit of capital 
costs $10,000 to acquire, and its net income stream, after deducting 
maintenance and depreciation and so on, is estimated to be $.500 
a year almost indefinitely, the marginal efficiency of this class of 
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capital to this film is .05. It is .05 because the present value of 
this income stream is almost exactly $10,000 \vhcn discounted 
year by year, at 5 per cent. 

The management ol a firm will piesumably purchase an asset 
if: its estimated efficiency exceeds the rat(‘ of iiuercst that is ap- 
plicable to the situation at hand. In the above example, in which 
the marginal efficiency of capital was 5 per cent, management 
would probably buy the asset in cjuestion if tue rate of interest 
were 4 per cent or lower. Another way of expressing the same 
idea is to say that -a firm will probably buy an asset if its cost of 
acquisition is less than the present value of its net income stream 
discounted at current interest rates. 

However, when we assert that investment will normally take 
place when it is believed that the marginal efficiency of capital 
exceeds the interest rate, we arc still begging a lot of cjuestions. 
The marginal efficiency of capital depends upon the cost of 
acquiring investment goods and their estimated net income 
streams. Their net income streams, in turn, depend upon the 
cost of other goods and services used with these capital goods, and 
upon the strength of demand for their outputs. Government 
regulations, clianging fiscal policies, labor union demands, inven- 
tions, and acts of God will all affect the marginal efficiency of 
capital. In view of these numerous and relevant uncertainties, 
it is obvious that firms which acquire investments are doing so 
because they believe that their “efficiencies” exceed the rate of 
interest. Now beliefs, unlike knowledge, are mercurial, and 
hence the rate at which firms invest depends indirectly upon all 
sorts of psychological factors, including emotional outbursts of 
pessimism and optimism regarding business prospects. 

Liquidity Theory of Interest Rates 

It must be clear from the preceding discussion that the rate of 
interest plays a considerable role in determining the rate of invest- 
ment. Investment proceeds at a more rapid pace if the marginal 
efficiency of capital is believed to have risen or if the interest rate 
falls. What determines the rate of interest? 

The rate of interest depends upon a number of factors, described 
in Chapters 12 and 30. Two of these influences — to be discussed 
in Chapter 30 — are the general reluctance of people to postpone 
consumption and the real productivity of invested capital. Two 
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otlier factors tiiat Iiave been constantly stressed in the develop- 
ment of income theory, and almost to the exclusion of any others, 
are the national stock of money and the liquidity demand for 
money. In this respect we shall follow income theory traditions 
in Part III. 

The liquidity explanation of interest — which is only a partial 
tlieory, as noted above — starts by asking a question: “Why do 
peoj^Ie want to hold some of their wealth as money when they 
could earn a return on this wealth by investing it?” There are 
several answers. One is that every household and firm must have 
some money to carry on day-to-day transactions. Another is that 
money is often held in case of an emergency. And still another 
answer is that people who believe that the prices of non-money 
assets will fall, and particularly that the prices of debts will fall, 
wish to wait and hold their wealth in money form until that 
eventuality occurs and bargains can be snapped up. 

1 lowever, if people hold money rather than non-money assets, 
they forego a return on their wealth. The higher the rate of 
interest, the greater is the return that they forego by holding money 
wealth. lienee, the amount of money that firms and households 
decide to hold lends to be less at higher interest rates. 

It is just as well that the amount of money people hold is in- 
fluenced by the rate of interest. At any given moment, the total 
value of circulating legal tender and demand deposits is fixed, 
and somehow this money stock must be apportioned among the 
separate holdings of households, linns, and governments. The 
rate of interest — according to the liquidity theory — equates the 
aggregate demand for money to the national money stock. If the 
demand for money falls, or the stock of money is increased, interest 
rates will tend to fall. 

Summary Outline of Principal Relations 

The principal relations of modern income theory can briefly be 
siimmari/ed in terms of Fig. 5. There are three systems of over- 
lapping rclati()nshi])s, involving at least seven variables. We 
shall call these systems the Income System, the Investment System, 
and the Interest System. 

The Income System embraces income (F) as the dependent 
\'ariablc, with the marginal propensity to save ((3) and investment 
(/) as independent variables. Income increases if (3 falls or I rises. 
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Superficially, this relationship is quite mechanical, and can be 
expressed as AY = ALL The real question, however, is what 
determines the value and variation of the marginal propensity to 
save. 



The Investment System contains investment (/) as the de- 
pendent variable, with the marginal efficiency of capital and the 
interest rate (r) as independent variables. Investment increases 
if the marginal efficiency of capital rises or r falls. Faitrepreneurs 
adjust their rate of investment so that the marginal efficiency of 
capital to them is equal to the going interest rate. 

The Interest System includes the interest rate (r) as the de- 
pendent variable, with the licjuidity demand for money (L) and 
the stock of money in the economy (M) as independent variables. 
The supposition is that r falls if L falls or M rises. The demand 
for money is a rather complicated affair, which depends in part 
upon the level of income and expectations regarding the rate of 
interest. 

The possibility of government intervention to increase income 
is suggested by Fig. 5. The stock of money can be influenced by 
the central bank, as we have seen in preceding chapters. An in- 
crease in the stock of money will reduce the interest rate and 
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ii:iduce entrepreneurs to invest more funds; this will have a multi- 
ple effect on income. However, such a tendency for income to 
rise will not continue, for a higher income is likely to lead to an 
increase in the marginal propensity to save and an increase in the 
demand for money. Both of these developments will act as a 
brake on the rising national income and hold it at some new and 
higher level. 

The disastrous effect on income of a panic desire for liquidity 
on the part of financiers during a depression is revealed as a 
definite possibility by the above scheme. An urgent demand for 
liquidity will raise the interest rate, reduce investment, and lower 
incomes further. It seems that attempts to gain financial safety 
may endanger the income level. 

The next three chapters will deal with the income system, the 
investment system, and the interest system respectively. These 
three systems will then be combined into a multi dimensional 
diagram containing several different surfaces. Some implications 
of these theories lor public policy will be suggested in conclusion. 


Statements for Consideration 

1. Economic ccjuilibriuin and economic welfare need not be the 

same thing. Discuss 

2. Income (Y) and the demand to hold wealth as money (L) are 

indirec tly related. Explain 

8. Unemployment may be due to the frugality of the public and the 
timidity of investors. Evaluate 

4. Savings and investment for the economy may differ ex ante but 

not ex post. Explain 

5. Economic fluctuations might be less frequent and drastic if firms 
and households could only do their planning together. Explain 

(). I he avei age propensity to save can never be equal to the average 
hoarding rate, lor M is a stock and Savings are a flow, so that they 
are really incomparable. Evaluate 

7. i he fact that rich people save a larger fraction of their income 

than poor people do suggests, but does not prove, that for the 
economy over time, the marginal propensity to save exceeds the 
average projx'iisity to save. Discuss 

8. 4 he production of producer goods probably has a greater influence 
on economic fluctuations than does the production of consumer 
goods, despite the fact that the latter are greater in aggregate 

o . . Explain 

.. A decicasc in the marginal propensity to consume will reduce the 
yiduc of the investment multiplier. Explain 

10. 1 he marginal efficiency of capital is a useless concept because 
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investors do not know the luturc for certain but otily have ex- 
pectations concerning it. Discuss 

ll. According to the liquidity theory of interest, if most people would 
be content to hold very little of their wealth in money form in- 
terest rates might be zero. Evaluate 

References 

Dillard, D., The Economics of John Maynard Keynes, Chapters 3, 4. 
New York: Prentice-Hall, 1918. 

Due, J. F., Intermediate Econornir Analysis, Chapter 14. Chicago: 
Irwin, 1947. 

Hicks, J. R., Value and Capital, Note A to Chapter 14. New York: 
Oxford University Press, 1939. 

Keynes, J. M., The General Theory of Employment, Interest and 
Money, Books I, II. New York: Harcourt, Brace, 1936. 
Lerner, A. P., *‘Mr. Keynes' General Theory of Employment, Interest 
and Money," International Labor Review, October 1936. 
Meade, J. E., '‘A Simplified Model of Mr. Keynes' System," Review of 
Economic Studies, February 1937. Also in The New Eco- 
nomics 

Morgan, T., Income and Employment, Chapters 6, 7. New York: 
Prentice-Hall, 1947. 

Pigou, A. C., Income, Chapter 6. London: Macmillan, 1946. 
Robinson, J., Introduction to the Theory of Employment, Chapters 
2-5, 8-10. l.ondon: Macmillan, 1937. 

Samuelson, P. A., Economics, Chapter 12. New^ York: McGraw-Hill, 
1948. 

Schumpeter, J. A., "Keynes’ General I'hcory of Employment,” (huir- 
terly Journal of Eco7iomics, November 1936. 

Tarshis, L., Elements of Economics, Chapter 26. Boston: Houghton 
Mifflin, 1947. 

Viner, J., “Mr. Keynes on the Causes of Unemployment,” Quarterly 
Journal of Economics, November 1936. 



9 

Multipliers of Income 


The income s^'stem is concerned with the determination of 
the national income level by the consumption function and the 
rate of investment. Investment in this analysis refers to private 
real investment (for example, extra plants and ecjuipment) plus 
government deficits (for example, the creation of new money to 
relieve the unemployed). An autonomous act of investment will 
occasion a large increase in income if the marginal propensity to 
save is small. Government attempts to raise income through 
“investment” will also prove more successful if they arc supple- 
mented by induced private investment. As the income level 
rises, private firms may feel pronijited to expand capacity and to 
enlarge their inventories, thereby releasing more money for goods 
and services. On the other hand, certain government public 
works may discoinage private investment, as, for example, when 
the government enters the business of producing hydroelectric 
power in comj^etition with existing utility companies. The in- 
teractions of these possibilities must now be examined in detail. 

The Simple Investment Multiplier 

11 an entrepreneur suddenly decides to release some of his 
money hoards, in order io invest in producer goods of some kind, 
there will be a multiple increase in the economy’s real income, 
jnoviding there is some stable relationship between extra real 
investment, consumption, and income. 

Let us suppose a one-product economy, in which we distinguish 
between consumers, distributors, and manufacturers of the single 
good. We shall also distinguish between additional money trans- 
fers among these three groups, changes in the physical stocks of 
the distributors and manufacturers, and the additions to real in- 
vestment, consumption, and income. The consumers use up 
their stocks as rapidly as they make purchases. 
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TABLE 10 

Simple Multiplication of Autonomous Investments 

(Dollars in Millions) 
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Table 10 shows what will happen if the distributors start by sud- 
denly spending, from their idle money hoards, an extra $1,000 
millions worth of goods for inventory. (VVe shall eliminate 000,- 
000 in this discussion as in the table.) The above transaction is 
indicated by a —$1,000 in the first column of dollar values (be- 
cause the distributor has spent money), a $1,000 in the next 
column (because the manufacturer has received this sum), and 
the two j)hysical stock columns show that the distributor now has 
larger inventories obtained from the manufacturers finished 
stocks. As yet there has been no over-all change in real invest- 
ment, consumption, or income. 

The next step (line la) is that manufacturers spend $1,000 in 
replacing the stocks they have just sold the distributors. The 
resultant production occasions payments for labor, land, capital, 
and entrepreneurship, and provides incomes for households and 
tarnilies. Real investment and income are equal for the economy 
because the [noduction has gone into stock and there is still no 
consumption. 

1 he next step (line lb) is that households spend some of 
their new income ( — $750 in the third dollar value column) and 
hoard tlie balance. In other words, we are supposing a marginal 
propensity to consume (a) ol .75. The extra consumption comes 
out ol consumer stocks and so there is no real income for the 
economy. 

The final step in the first round (line Ic) is that distributors 
replace the stocks they have just sold consumers by ordering $750 
worth of extra goods from the manufacturers. There is simply 
a transfer of stocks between these two groups. There is no pro- 
duction, and hence no income, nor is there investment or con- 
sumption. 

I he algebraic sum of lines la, lb, and Ic, which together 
give the first round, show that, omitting the autonomous trans- 
actions that started this series of events, the manufacturers have 
$250 less in money and $250 more in inventories, the households 
have had $1,000 more income and $750 more consumption, and 
the distributors have been unaffected. For the economy, there has 
been S250 extra investment, $750 extra consumption, and $1,000 
extra income. The same total stock of money exists in the system 
as before. 

The second round is a repetition of the first, but on a smaller 
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scale. The manufacturers try to replace the goods they sold the 
distributors. However, in the course of this attempt, the manu- 
facturers create an additional $750 of income, which households 
receive, and .75 of which they spend, hoarding the remaining 
balance of $188. In turn the distributors leplace their inven- 
tories by ordering $562 worth of extra goods from tlie manufac- 
turers. Altogether, the second round causes $188 extra in- 
vestment (by manufacturers), $562 extra consumption (by 
households), and $750 extra income for the whole economy. 

If an infinite number of rounds are traced through (see the 
penultimate line) and added to the opening events (see the first 
line) we have the final outcome (sec the last line). The dis- 
tributors never recover any of the $1,000 they initially spent and 
so in the end their idle balances are still reduced by this amount. 
The manufacturers originally received $1,000 from the dis- 
tributors, but the former have gradually spent this in rebuilding 
their finished stocks up to the initial level, so that ultimately their 
money hoards remain unchanged. It is the households that 
eventually receive the $1,000 in money initially spent by the 
distributors, even though at the outset they received none of it. 
In terms of physical stocks, the distributors maintain the $1,000 
additional inventories they purchased in the beginning, and the 
manufacturers replace the goods they originally sold from finished 
stock. Ultimately, the economy’s investment is increased by 
$1,000, its consumption by $3,000, and its real income by $4,000. 

In this case the economy’s marginal propensity to save ((5), was 
.25. It has probably been noted that the final addition to real 
income (A 7) is the reciprocal of the marginal propensity to save 
(1/P) times the original and autonomous increase in intended in- 
vestment (A/) by distributors. Symbolically, we can define the 
investment multiplier (k) and estimate its value by remarking that 



and that 

Ay = 


* 'Fhe final increase in the economy’s income, if one extra dollar is invested by 
entrepreneurs, is then given by the following progression: 

1 -H (a) -1- (a)2 + (a)2 + . . . 4- (a) ~ 


(over) 
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The investment multiplier will be high if the marginal propen- 
sity to consume is high and the marginal propensity to save is low. 
In the extreme and unlikely case that (3 was unity, any sums 
spent on investment would be completely absorbed by the first 
recipient, and the final increase in income would be equal to the 
original investment. Theoretically, if p were zero, an increment 
of real investment by some group (A/) would finally occasion an 
infinitely large addition to income (AF). 

Extra money, which is released by intended investment into 
circulation, must finally be passively hoarded. It will be reab- 
sorlied after a few transfers if the marginal propensity to save is 
high. Conversely, if the marginal propensity to consume is high, 
the initial injection will circulate many times before it becomes 
completely reabsorbed. In the end, the money hoards of some 
peojilc (perhaps investors) are lower, and the money hoards of 
others (probably consumers) are higher. However there need 
be no change in the total stock of money at any time during the 
process of income multiplication. 

It should be stressed, in the above example, that the entire 
process of adjustment, which eventually causes a fourfold in- 
crease in income, was set off by the intention of distributors to 
accpiire and maintain higher investments in inventories. At the 
outset the investment of the economy did not increase because 
the intended investment of distributors occasioned an unintended 
disinvestment by manufacturers. It is not until the end of the 
process that the novel intentions of distributors result in an 
equivalent increase in the aggregate real investment of the econ- 
omy. 

Another noteworthy point is that the autonomous and intended 
investment of distributors is really a periodic injection because 
it is a sustained decision. At the end of each “round’' distributors 
are found to be still clinging to their larger inventories. A 
sustained decision of this kind is analogous in many of its effects 
to the pefiodic injections discussed in Chapter 7. 


a his series will have a loial value when siimiiicd of 

1 


1 —a 

In the case described above, where the mart^inal propensity to consume (a) was 
supposed to be .75, the hnal value of the scries will be $4. 
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The Compound Investment Multiplier 

In the preceding analysis of the simple investment multiplier, 
it was supposed that one class of entrepreneurs (for example, 
distributors) suddenly decided to make and maintain extra invest- 
ments, irrespective of the level of national income. Sucli an act 
will be termed autonomous investment. However, there mav 
also be induced investment, if, at each successive level of na- 
tional income, entrepreneurs are persuaded to invest more. 
Where there are autonomous and induced investments, there will 
be a compound investment multiplier {K). 

Let us suppose, in terms of our previous example, that, when- 
ever manufacturers make an extra $1,000 worth of output for dis- 
tributors, they subsequently also produce an extra $200 worth of 
output, which they add to their finished stock. In practice, jiro- 
ducers often do try to maintain their finished stocks at some 
level that is a fraction of their sales, and so this is a reasonable 
assumption. Such production represents an induced investment. 

Table 11 shows what will happen if distributors make an 
autonomous decision to increase their stocks by $1,000 millions 
and manufacturers always produce 1.2 times their extra orders. 
The induced investment rate (8), expressed as a fraction of AY, 
will then be .2/1.2, which is The marginal propensity to con- 
sume is still .75. 

The '‘starting” line in Table 11 is the same as in Table 10. 
However, in the first step of tlie first round, it is seen that the 
manufacturers, when selling $1,000 (again eliminating 000,000) 
to distributors, produce $1 ,200 of output and income. The house- 
holds (see line lb) spend .75 of this, or $900, and hoard the balance 
of $800. Next (see line Ic) the distributors try to maintain their 
inventories at the new and higher level, and consequently order 
$900 of extra goods from the manufacturers for replacement. In 
the second round the consumers receive $1,080, consume $810 of 
this, and hoard $270, which is also the value of the manufacturers' 
extra investment. Total income is, of course, again equal to con- 
sumption plus investment. 

Ultimately, after an infinite number of rounds, it is found 
that the distributors have released $1,000 of money, the manufac- 
turers have released $2,000 of money, and the sum of $3,000 has 
been hoarded and saved by the consuming households. Distribu- 



TABLE 11 

CoMroLND Multiplication of Autonomous Investment 

(Dollars in Millions) 
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tors and manufacturers’ stocks are increased by an amount equal 
to the reduction in their money hoards. The total extra invest- 
ment is hence $3,000 also. The final aggregate increase in con- 
sumption is $9,000 and the aggregate increase in income is $12,000. 
The compound investment multiplier (kc) is 12 0. 

It may be useful at this point to compare the simple investment 
multiplier (k) and the compound investment multiplier (kc). We 
know that the value of k is 4.0 because the final increment in 
income is four times the final total investment increment. How- 
ever, the value of kc is 12.0 because the final increment in income 
is twelve times the value of the increase in autonomous invest- 
ment. The difference in value between k and kc is obviously due 
to the induced investment. Actually, as we already know, k is 
always equal to the reciprocal of the marginal propensity to save. 
But kc in the present example is equal to 1. 0/(^4 — Va)* which 
is 12.0. The compound multiplier always has a higher value 
than the simple multiplier, when there is induced investment, 
because the compound multiplier refers to a narrower base (the 
autonomous investment alone) while the simple multiplier relates 
to a broader base (both autonomous and induced investment). 
It is for this reason that governments which deliberately under- 
take public works investment to alleviate depressions hope that 
private investments will be induced and that the consequences 
of their original decision will hence be further multiplied.f 


■(■Expressed differently, AE is k times A/a (the autonomous investment of $1,000 
millions) plus k times Afi (the induced investment of $2,000 millions). The induced 
investment is 8 times AY where 8 is the rate of induced investment expressed as a 
decimal of income change. Symbolically, 


Now 

and 

Hence 


K A/a = /« A/ = k(A/„ + Ali) 



1 


1 

k 


8 


However, the reciprocal of the simple investment multiplier is the marginal propen- 
sity to save, and so we have 

1 


If P equals 8, he tends to infinity, and the economy is unstable. 
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Investment Multipliers vs. Spending Multipliers 

It is probably time to reconcile what we have written about in- 
vestment multipliers Jiere with what was asseited c.oncerning 
spending multipliers in Part II. 

In Chapter 7 (pp. 97-98) there was an example of firms that 
suddenly reduced their spending time lag, and in so doing spent 
$40 billions, witli the result that the flow of payments finally in- 
creased by approximately $535 billions. In the present chapter 
we have just analyzed a model in which distributors decided to 
invest $1 billion on extra inventories, so that national income 
finally, in the absence of induced investment, increased by $4 
billions. How are these two examples related? 

Mathematically, the increase in aggregate payments is equal 
to the extra s[)ending divided by the marginal hoarding rate, 
wiiile the increase in real income is equal to extra investment 
divided by the marginal saving rate. 

Kconomically, the principle of the spending multiplier is more 
general and less significant for economic welfare. Price rises 
may rob the extra payments How of any human l^enelits. The 
monetary phenomenon of the spending multiplier is so generally 
true that it almost amounts to a truism. 

However, (he principle of the investment multiplier is a special 
case that falls within the first. It is real income, real consump- 
tion, and real savings and investment that are considered by the 
investment multijdier, and not simply their money values. 
Moreover, instead of lumping all sorts of expenditures together, 
the theory of the investment multiplier distinguishes between the 
purchase of resources for investment and their purchase for con- 
sumption. 

Sometimes the expenditure multiplier and the investment mul- 
tiplier tend to be identical in practice. For example, if a gov- 
ernnient spends new money in constructing public works, and 
the price level remains unchanged, the two systems of multiplica- 
tion may operate in parallel. The real investment of the econ- 
omy is then matched perhaps by the extra money hoards, and the 
increased money income means more real income. However, 
coincidences of this kind are accidental, and theoretical identities 
should not be inferred from them. It is only reasonable to sup- 
pose that, after a prolonged period of expansion, prices will rise. 
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and the inciiement in money flow will exceed that of real income 
(see Appendix C). 

The Equilibrium Income 

In any economy under given ccjiiditions there only one level 
of national income that will prevail. Smii an income is not 
necessarily compatible ^vith full employment hut is determined by 
the forces reflected in the economy’s intended savings and intended 
investment schedules. The public and the economy in general, 
intends to save a certain amount at each imome level. Lhe 
economy, and especially entrep’cneurs, intends to invest a certain 
amount at each income level. These two sets of intentions will 
only be equal at one income Icyel. The equilibrium income is 
that national income at which intended savings equal intended 
investment. 

It is quite possible that the economy’s schedule of intended 
savings against income follows the relationships set down in 
Table 12. 


TABLK 12 

iNTENuri) Savinc.s and Invistment Schedules 
(Dollars in Billions) 


Katioiial 

Ptihlic's 

Entrepreneurs' 

Income 

Intended 

Intended 

Level 

Savhigs 

Invesinient 

150 

12 " 

9 

100 

6 

0 

50 

0 

3 


At high incomes the public wMiits to save more than entrepreneurs 
wush to invest and at low incomes entrepreneurs wish to invest 
more than the public wants to save. Normally the level of na- 
tional income adjusts so that both intended savings and intended 
investment are equal. Incidentally, schedules of intended savings 
and intended investment, as set forth above, are only valid for 
a given rate of interest. 

Figure 6 is based on the data of "l able 12. Income is repre- 
sented along the vertical axis nnd savings and investment along 
the horizontal. The income that will prevail is indicated by the 
intersection of the intended savings and intenOed investment 
schedules. Specifically, the equilibrium income is Fi, or $100 
billions. The actual savings and the actual investment are equal 
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to Xu or -1(3 l)illions. No cliange will occur in the equilibrium 
income level unless one of the schedules shifts. 



Fig. 6. Equilibrium Income Determination. 


The savings line is flatter than the investment line, and so, in 
view of our choice of axes, the marginal propensity to save ((3) 
is greater than delta (6), the induced investment rate. In the 
present case, using linear schedules as we are, it is apparent that, 
il national income were $1.0 billion higher, the public would like 
to save $.12 billion more but entrepreneurs would wish to invest 
only $.00 billion more. However, at the equilibrium income, the 
average rate of intended saving is equal to the average rate of 
intended investing, at $6 billions. 

I here could be no stable equilibrium income if the intended 
marginal saving rate ((3) did not exceed the intended marginal 
investing rate (ft). Expressed differently, the savings schedule 
must be flatter than the investment schedule, when income is repre- 
sented along the vertical axis. Should the positions of these two 
schedules be reversed, the economic system would be unstable, 
and any departure from an income of $100 billions would continue 
at an accelerating pace. 

It should be stressed that the principles determining equilibrium 
income are entirely analogous to the operations that determine 
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price in a commodity market. In a wholesale carrot market there 
are buyers who will purchase a certain amount at a high price and 
more at a lower pi ice. There are also sellers who wish to dispose 
of a certain amount at a low price and more at a lugher price. At 
high prices, intended purchases would be less than intended sales; 
and, at low prices, intended purchases wouJd he greater than in- 
tended sales. Consequently, neither the high nor the low price 
is theoretically possible. The equilibrium price is the price that 
equates intended purchases and intetided sales and makes them 
actual. In a similar way the equilibrium income brings equality 
to intended savings and intended investment and lenders them 
actual. 

Changes in equilibrium income occur if there are new and 
autonomous decisions regarding savings and investment. Such 
changes are reflected graphically in shifts in the intended savings 
and intended schedules. For example, an autonomous increase in 
investment could be depicted by a shift in the investment schedule 
to the right, in which case a higher equilibrium income would 
result. On the other hand induced investment decisions are 
represented by the slope of an existing investment schedule. In 
general one can expect natiotral income to rise if, at the 
present income level, intended investment exceeds intended sav- 
ing. Hence, policies that increase the desire to invest at all in- 
conres, and also policies designed to decrease the desire to save 
at all incomes, will tend to raise the national irrcoirre. 

Supplementary Government Investment 

The equilibrium income that occurs under laissez-faire policies 
may fall short of “full employment” iircome. “Full employment” 
income will not result under laissez-faire if the public would 
attempt to save more at full employment income than entrepre- 
neurs would care to invest. Full employment will not occur if 
it would lead to oversaving or underinvestment. 

It has therefore been suggested that the government — perhaps 
through public works — should seek to supplement the inadequate 
private investment of businessmen. 

Let us suppose that the government undertakes a public works 
program of $1.5 billions a year. We shall also assume that this 
program does not encroach upon private investment and so repre- 
sents a pure addition to the economy’s over-all investment. Such 
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an autonomous investment decision will require a new investment 
schedule — always represented $1.5 billions further to the right — 
draivn horizontally parallel to the original investment schedule. 
For example, in Fig. 6, /i is the original private investment 
schedule and I 2 represents A plus $1.5 billions of government in- 
vestment. The intersection (at B) of the new total investment 
schedule {L>) and the old savings schedule (S^) indicates the new 
ecjuilibrium national income of $125.0 billions. 

The magnitude of actual savings and investment increases by 
$3.0 billions, from $6.0 billions at Xi to $9.0 billions at Xo. At 
lirst glance this may seem paradoxical, considering that the extra 
iuvesinient furnished by the government is only $1.5 billions. 
The dillerence is the extra private investment that is called forth 
as income rises. A higher income means more consumption and 
a greater derived demand for investment. In this case the public 
works program of $1.5 billions leads directly to an additional 
private investment amounting to the same sum. When income- 
induced investment of this kind develops^ the multiplier becomes 
compound in character. 

Fhe final increase in income can quickly be calculated from 
the formula already given for the compound multiplier. In this 
case, according to the slopes of the schedule in the figure, the 
marginal propensity to save is .12 and the induced investment rate 
is .06. Mence kc must l)c equal to the government investment of 
1*^1 (-1- -Oh), which is about 16.7. The increase in income will 

then be $25.0 billions as this is 16.7 times the sustained govern- 
ment investment of $1.5 billions. A check on this is that aggre- 
gate savings should increase by .12 of $25 billions, which is $3 
billions, and so they do in the diagram. 

A serious j^ractical problem is that a public works program 
may perform sei\'ices that otherwise would have been performed 
by private enterprise. Government spending will then reduce 
entrepreneurial spending. There will consequently be a different 
new schedule o! intended investment. In terms of Fig. 6, the 
original investment schedule probably shifts to the left and be- 
comes steeper. 4'he leftwarcls shift means that entrepreneurs 
will now invest less at all incomes than before, so that the proper 
multiplicand to use in the formula is the net change in invest- 
ment that remains after this reduction in entrepreneurial spend- 
ing has been deducted from the government injection. The 



multipliers of income 135 

steeper slope of the investment schedule means that the induced 
investment, which is associated with an increased income. Is also 
less than before. 

Let us suppose that $1.5 billions of government investment has 
the twofold effect of reducing private investment by $.5 billion 
and lowering 6 by .02 to .04. The increase in national real income 
will then be, in billions, 


$1.5 -0.5 $1.0 

.12 - (.06 - .02) " ' ':08 '''' 


$12.5 


Under these circumstances the net multiplicand is $1.0 billion 
(instead of $1.5 billions), the net compound multiplier is 12.5 (in- 
stead of 16.7), and so the rise in income is only $12.5 billions 
(instead of $25.0 billions). Altogether, in this example, it takes 
twice as large a government investment of resources, as contrasted 
with private investments, to attain the same increased national 
income. 

In the preceding model it has been supposed that the new 
government spending was on investments such as a Grand Coulee 
Dam or new facilities in a National Park. However a great deal 
of new government spending may leave no permanent asset behind 
it. And actually, from the point of view of income and employ- 
ment theory, it does not make very much difference whether or 
not extra government spending is for real capital assets. As ex- 
plained in Appendix G, it is possible, when governments are in- 
volved, to reformulate our definitions of investment and saving. 
We can instead think of investment as being all private real in- 
vestment plus government spending. Aggregate savings must 
then be conceived as all private saving plus government taxes. 
The significance of this modification is that the present section 
can now be reread, upon the assumption that government “in- 
vestment’' includes some current account expenditures, such as 
aid to farmers. 

Another point worth noting is that the deficit spending theory 
explained immediately above does not contemplate a cessation of 
government spending. The analysis does not suggest that at some 
stage private enterprise will take over and carry on without the 
aid of any public investment. The theory instead presupposes 
that both government investment and induced private investment 
continue hand in hand indefinitely. 
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A Reduction in Intended Savings 

The people of an economy may change the rate at which they 
will save from a given income; as a result, there will be a new 
equilibrium income, if other forces, such as the entrepreneurial 
rate of intended investment, remain unchanged. 

Let us suppose that an extension of government old age benefits 
alters the consumption function by reducing the incentive of 
people to save against poverty during their declining years. Let 
us suppose this saving reduction is $1.5 billions a year. The 
intended savings schedule therefore shifts to the left from Si to So 
in Fig. (3. The new intersection of So and /i, which is at C, in- 
dicates a new equilibrium income of $125.0 billions. 

It is noteworthy that a reduction in the rate of intended saving 
of $1.5 l)illions increases the actual rate of saving from $6.0 
billions to $7.5 billions a year. The cause of this seemingly 
paradoxical outcome is that an autonomous reduction in intended 
saving increases income, and more induced saving always occurs 
at higher incomes. A weakening of the will to save by the public 
iiu I eases the investment of the economy! 

Summary 

File level of income, and hence employment, tends to be 
determined by the schedules of intended savings and intended 
investment. National income will remain unchanged if intended 
investment and intended savings are equal at that income level. 
If intended investment should exceed intended savings at any 
given income level, there will be a tendency for national income 
to rise. 

An autonomous increment in intended investment will have 
a multiple effect on national income. The extent of this multipli- 
cation de|jends upon the consumption function and more espe- 
cially upon the marginal propensity to consume. Actually the 
simi)le investment multiplier (k) is always equal to 1.0/(1 — a), 
where a is equal to the marginal propensity to consume, or alterna- 
tively to l.O/p where (3 is the marginal propensity to save. How- 
ever an autonomous increase in intended investment may bring 
about induced and intentional investments. In this case the 
original and autonomous investment will have a compounded 
effect. The compound investment multiplier (kc) is equal to 
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l.0/(p 8) where 8 is the rate of induced investment expressed 

as a decimal of income increase. I'he final increment in income 
will be ko times the original autonomous investment. 

Government spending may help to raise real income levels. 
The effect of government spending on money incomes can be the 
same whether it occurs for real investmciiL goods or not. Actually 
in these models, investment could mean private real investment 
plus government deficits. Govornmc it deficit spending schemes 
naturally have a greater effect on income if they occasion induced 
investments. In all these analyses it is supposed that the new 
investments, whether autonomous or induced, are susiained period 
after period. We have not considered cases where extra invest- 
ment is undertaken during only one isolated year. 

Statements for Consideration 

1. All estimated values for k are highly theoretical, since they will 

not be achieved until the infinitely remote future, and hence no 
practical politician should bother himself about the investment 
multiplier. Evaluate 

2. If aggregate private investment is independent of the income level, 
the compound investment multiplier will equal k in value. 

Discuss 

3. The ‘'investment'* increment which constitutes the denominator of 

the k ratio may refer to an increment of government delicit, an 
increment of private real investment, or both. Discuss 

4. The private investment schedule may not be independent of gov- 

ernment “investment” but may instead shift in the direction oppo- 
site from the latter. Explain 

5. AF will be $10 billions when is $l billion, (3 is .2, and 5 is .1. 

Explain 

(3. A Presidential election that investors considered “favorable” might 
so alter private investment propensities at all income levels that 
government deficit spending, if it existed before, might be termi- 
nated without a reduction in national income. Discuss 

7. The investment multiplier only works upon income in an upwards 

direction. Evaluate 

8. An increase in intended saving — at each income level — will very 

likely lead to reduced actual saving. Explain 

9. Savings must equal investment just as the number of carrots bought 

and sold in a given market must be equal. Discuss 

References 

Dillard, D., The Economics of John Maynard Keynes, Chapter 5. 

New York: Prentice-Hall, 1948. 



138 


MULTIPLIERS OF INCOME 


Habcrler, G., “Mr. Keynes' Theory of the Multiijlier,” Zeitschrift fiir 
Nationalolionomie, VII, 1936. Also in Readings in Business 
Cycle Theory. 

Ke)ncs, f. M., 'The General Theory of Employment, Interest and 
Money, Book III. New York: Harcourt, Brace, 1930. 

Morgan, 1’., Income and Employment, Chapter 8. New York: 
Prentice-Hall, 1947. 

Smithies, A., “The Multiplier,” American Economic Revieiu, May 
1948. 



10 

Inducements to Invest 


In view of the importance of extra investment in multiplying 
income, as outlined in the jneceding chapter, it is equally im- 
portant to understand the reasons that bring people, and especially 
firms, to invest. All investments inevitably involve some degree 
of risk, and so there is a general reluctance on the part of firms to 
purchase capital goods unless some special inducement exists. 
Moreover, there is always an interest cost — explicit or implicit — 
attached to investment. Firms must either borrow money (in 
which case they pay interest) or they invest their own (in which 
case they forego a return from lending their funds). It is only 
when expectations of firms and entrepreneurs are sulliciently 
promising that this normal state of reluctance is overcome and 
additional investment occurs. 

Firms can add to their investments in many ways, some intended 
and some less intended, some resulting primarily from income 
changes and others being brought about by movements in interest 
rates. The main types of investment are in fixed capital, work- 
ing capital, and finished output inventions. Fixed capital invest- 
ment, in connection with which the rate of interest may be 
relatively most important, may be prompted by a desire to obtain 
more durable equipment, to substitute fixed capital for other 
factors of production such as labor, or to satisfy an increased 
demand for output. 

Finished Output Inventories 

Firms not infrequently discover that the market for their output 
has declined more rapidly than tlieir curtailment of production, 
in which event they may find themselves with more unsold output 
than is either normal or intended. However, once the situation 
has arisen, a firm can often elect whether to rid itself of its output 
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inventorie.s through cutting prices or to wait in the expectation 
of better times. Tlie iiuluceinent is then the belief in higher 
prices to come. The deterrent is tlie implicit interest cost in 
liolding wealth in the form of inventories, for if the output were 
sold, the proceeds would be available for reinvestment. If the 
1 elevant interest rate is 6 per cent, a firm may only be willing to 
keep its output off tlie market if it believes that prices will rise 
at least 6 per cent during the coming twelve months, after deduct- 
ing ccists of storage, spoilage, and so forth. The higher the rate 
of interest, the greater must be the expected price improvement 
before firms will deliberately refuse to sell at the prices of the 
moment, and so in effect decide to invest in output inventories. 

Working Capital Investment 

Firms may find themselves investing in real working capital 
for various reasons. 

If prices of materials are expected to rise, firms will tend to 
purchase ahead of their immediate needs, especially if the ex- 
[lected price rise is believed to be considerable or immediate and 
if the interest cost of hiring money lor this purpose is not too 
great. Naturally, when materials prices are falling, firms tend to 
disinvest by postponing their purchases. In view of the relatively 
large Iluctuations in materials prices that occur from year to 
year, the interest consideration is outweighed, in most instances, 
by the j^rice expectations of managements. 

Real working capital may increase because after purchase com- 
mitments were made business fell off and output was curtailed. 
Firms may feel disinclined to work the materials up into a more 
linished form should this occur. Such reluctance will be increased 
if the cost of hiring the funds needed to perform this inter- 
mediate work is high. 

If a firm’s operations are expanding, it ^vill need more working 
capital, ejuite apart from any expectations it may possess regarding 
output prices or materials prkes. Such an expansion in a par- 
ticular linn’s business may be because it is taking trade away from 
rivals or because the national income is growing. In this latter 
event, aggregate national income is probably more of an imme- 
diate determinant of the increment in working capital than the 
rate ot interest. Indirectly though, the interest rate still plays 
a part, for it probably helped to determine the previous and 
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subsequent proportions in which working capital and other factors 
of production were and are employed. 

Fixed Capital Investment 

As already indicated, in Chapter 8, firms will tend to invest in 
extra capital, particularly in extra fixed capital, if the estimated 
marginal efficiency of capital exceeds the relevant and prevailing 
rate of interest. Hence it is high time to examine the marginal- 
efficiency-of-capital concept more closely and then to look behind 
it. In the background, in turn determining the marginal effi- 
ciency of capital, are many complications of everyday business 
life. 

M arginal-Efficiency-of -Capital Mathematics 

The earning efficiency of a capital good can be measured just 
as a gasoline engine can be rated for its ability to convert fuel into 
power. The earning efficiency of a particular asset is that discount 
rate which will make the total present value of all its future net 
income receipts equal to its supply price. In other words, capital 
efficiency depends upon the shape and height of an asset’s income 
stream, as well as upon its cost of acquisition. 

The general formula for calculating the capital efficiency of a 
particular asset is rather complicated and lengthy to compute. A 
useful short cut is first to ascertain the present value of the asset’s 
net income stream when discounted, as explained in the following 
paragraph, by the expected interest rate. It really does not matter 
that we cannot measure its efficiency exactly without extensive 
computing. The really important knowledge is whether an asset’s 
efficiency is greater (or less) than the interest rate so that it is a 
sound (or unsound) investment. An entrepreneur should logi- 
cally acquire a piece of capital whose supply price is less than the 
present value of its net income stream when discounted at the 
expected rate of interest. 

The first step then in reaching an investment decision is to 
calculate the present value of a prospective net yield stream. If 
the current rate of interest is 5 per cent, the discounted present 
value of $100 to be received one year from now will be $ 100 /( 1 . 0 v 5 ) 
or $ 95 . The present value of $100 to be received too years from 
now will be $ 100 /( 1 . 05)2 or $ 91 . And the present value of a $100 
receipt n years from now will be $ 100 /( 1 . 05 )”. The present 
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value of an asset that will yield $100 net a year for ri years is given 
by the expression 

$100/(1.05) + $100/(1.05)^ + $100/(1.05)3 + * * * + 100/(1.05)- 
It can be shown mathematically that this expression simplifies to 
$100/(0.05) in the special case where the income stream is per- 
j^etual and constant. 

However, let us suppose a more probable case, and assume that 
a linn is contemplating the purchase of a piece of equipment (A) 
that will yield a net income of $100 a year for 10 years, at which 
date it suddenly collapses like the fabulous one-horse shay. The 
present value of this limited income stream, computed according 
to the formula set forth in the preceding paragraph, is $772. If 
the supply [irice of this asset is $650, as we shall suppose, the 
linn should acquire the asset. The general rule is that, if the 
jncsent value of an asset exceeds its cost of acquisition, the ef- 
ficiency of capital exceeds the interest rate, and investment should 
take plac e. 

So far we ha\'e discussed the efficiency of alternative and unique 
assets. Sometimes the cjuestion is how many units of some given 
kind of asset should be ac:(juired. The answer is that investment 
should |:)roceecl, unit by unit, until the present value of the net 
income stream of the marginal unit of capital is equal to, or just 
exceeds, its cost of acquisition. 

For example, a firm may need a number of machines of type A, 
but the exact number it installs is discretionary, depending in 
part u|)on the interest rate. The firm’s management estimates 
that, as more and more A assets are added, the net income stream 
attributable to the “last” additional unit falls lower and lower. 

I lu‘ ac tually estimated net incomes of these marginal capital 
units are listed in the second column of Table 13. Each machine 
is expected to have a service life of ten yeais. If 5 per cent is 
thought to be the appropriate rate for discounting these future 
income streams, the present value of the first machine ($100 yearly 
income) is $772, that of the second machine ($90 yearly income) 
is $695, that of the third machine ($80 yearly income) is $618, 
and so on. Presumably the firm will buy two of these type A 
machines if their supply price is $650, and so invest a total of 
$1,300. Hens ever, if the rate of discount had been 3 per cent in- 
stead of 5 per cent, the present values of these successive capital 
units would ha\e been $853, $768, $682, and so on according to 
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the fourth column of Table 13. At the same supply price of 
$650 per machine, the firm will now purchase tliree units, and 
invest a total of $1,950. 


TABLI 13 


Presen t X'alues of Alternaiu ?: \ssi is 


(In Dollar \';ilucs) 



Type 

“A” Machine 

Type 

‘B” Machine 

Type 

“C” Machine 

MachixNk 

Unit 

Yearly 

Net 

Income 

Present \’alue 

Yearly 

Net 

Income 

j Present Value 

Yearly 

Net 

Tnc'OMie 

Present V alue 

@ 5% 

@ 3% 

@ 5% 

@ 37o 

Cn ) S7c 

@ 37o 

#1 

100 

772 

853 

100 

830 

925 

150 

1158 

1279 

2 

90 

695 

768 

90 

747 

833 

140 

1081 

1194 

3 

80 

618 

682 

80 

664 

740 

130 

1004 

1109 

4 

70 

510 

597 

70 

581 

648 

120 

926 

1026 

5 

60 

463 

512 

60 

498 

555 

110 

849 

938 


N. B. Type B machines have a service life of 11 years; all others have service lives of 
10 years. 


The lower the rate of interest, other things equal, the greater 
the present value of an asset, and the larger the likelihood that 
more real capital units will be purchased, with the result that 
investment will increase. 

The Economics of Capital Efficiency 

So far this discussion of the marginal-efficiency-of-capital con- 
cept has necessarily been in terms of mathematics rather than ob- 
vious economics. Now we must examine the scheme of commer- 
cial circumstances upon which the marginal efficiency of capital 
depends. Some of the more important determinants are shown 
in Fig. 7. 

As already stated, capital “efficiency” depends upon (a) the cost 
of acquiring the capital asset either by direct construction or 
purchase and (b) its estimated future net income stream. The 
former is probably known but the latter can be estimated only 
upon the basis of subsidiary conjectures. The estimated future 
net income stream of an asset depends in turn upon (c) its future 
gross receipts stream and (d) its future deductions from receipts. 
Obviously there are many forces at work in determining the 
gross receipts stream. Some of the more important of these are 
probably (e) the incomes of buyers and (f) the prices of immedi- 
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ate competitors. On the other hand, deductions from receipts 
include the cost (g) of labor used directly with the capital asset, 
(h) of materials processed by the fixed capital, and (i) of the asset’s 
annual depreciation. The above is by no means an exhaustive 
list of the factors affecting the “efficiency” of a specific asset. 



Fig. 7. Factors in Deciding to Invest. 


By way of illustration, let us consider the case of a dishpan 
manufacturer, who is contemplating the addition of some punch 
presses. Me will be more inclined to invest further in this kind 
of fixed capital if the price of punch presses declines, his com- 
petitors’ prices rise, household incomes increase, labor cost de- 
clines, the prices of aluminum and cast-iron fall, or the deprecia- 
tion rate is reduced. Some of these developments might operate 
in more ways tlian one. A decline in wages might reduce the 
cost of ptinch presses, and also reduce deductions from receipts, 
thus providing a double inducement to invest. On the other 
hand a general wage reduction throughout the economy might de- 
crease households’ income and hence the gross receipts stream. 

By way of summary, the efficiency of capital, whether total or 
marginal, will increase when (1) demand for the product in- 
creases, (2) the cost of other goods and services used in making 
the product decreases, or (3) the supply price of the capital good 
falls. Any one of these changes will normally bring about an 
increased investment at an unchanged rate of interest. Inciden- 
tally, it is difficult for the state to alter the factors that determine 
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the efficiency of capital for firms in general; the rate of interest is 
probably more susceptible to public policy than most. 

How Capitalistic Should a Firm Re? 

A given firm can be more or less capitalistic. By tins we mean 
that it can use fixed capital of more or less value, depending upon 
which course it believes to be most profitable in relation to the 
value of its annual throughput of inputs and outputs. Thus a 
firm that '‘turns its fixed capital over every fixe years,” as some 
public utilities do., is relatively far more capitalistic than a 
hamburger stand business that may have a total investment of 
$500, and yet gross $15,000 a year. When a firm becomes more 
capitalistic in this sense, it is investing relative to the scope of 
its operations. 

There are a variety of reasons why firms become relatively more 
capitalistic and thereby invest. They may decide that more 
durable — and costly — equipment should be installed. They may 
decide that it would be more profitable to hire less direct labor 
and instead have the work performed to a greater extent by 
capital equipment. They may decide that they should enlarge 
capacity in order to be able to increase sales in j^eriods of ab- 
normally strong demand. 

All these decisions will be stimulated by a fall in interest rates. 
In each case the effect of a lower discount rate is to increase tlie 
present value of future money receipts and/or payments and so 
dictate a reconsideration of managerial policies. In order to 
illustrate the logic of these principles, we shall now consider 
examples of investment in extra durability, in extra productivity, 
and in extra capacity. 

Investment in Durability, Most firms can choose between 
assets having the same use but differing in durability. Naturally, 
the longer-lived assets usually cost more to construct, and hence 
to acquire. In these cases firms must estimate the present value 
of the extra net income obtainable from the additional service 
years of a more durable asset’s life. The lower the rate of in- 
terest and discount, the greater the present value of these extra 
income payments, and the more willing is the firm to pay the 
extra price exacted for a longer service life. 

Let us suppose that the manufacturers of the machine of Table 
13 now offer two alternative models. Type ^4, as we have seen. 
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costs $650 and has a service life of 10 years. Type B, the new 
alternative, is priced at $712 and has a service life of II years. 
Our firm previously bought two A machines when interest rates 
were 5 per cent and three A machines when interest rates were 3 
per cent. How should its management react to this new situation? 

Management must compute the present values of successive 
units of B machines. It must decide whether the increase in 
purchase price of $62 is justified by the present value of the 
eleventh year’s net income. In the case of a second B machine, 
which has a yearly net income of $90, its present value is $747 
at 5 per cent discount and $833 at 3 per cent discount. (See the 
sixth and seventh columns of the table.) Hence, in view of the 
|)ii( es of A and B, the firm would continue to buy 2 units of A 
if the rate of interest were 5 per cent. However, if the interest 
rate were 3 j)cr cent, it would purchase 3 units of B, In this 
(ase a reduction in the interest rate increases investment from 2 
units of A ($1,300) to 3 units of B ($2,136). 

Ciovernments may also determine the durability of public works 
with an eye on the interest rate. For instance, should city side- 
walks be made cheaply of wotxl to last 15 years, or expensively 
with macadam to last 25 years? Logically this and other similar 
probkans depend in large measure upon the rate of interest. 

I iwcstiuoit in Productivity, At any time, given the state of 
technical knowledge, designers and manufacturers produce equip- 
ment items of greater or lesser productivity. Increases in pro- 
ductivity ol this kind usually take the form of reducing the 
amount of direct labor or processed material needed per unit of 
output, but too much productivity may not pay if it is too dearly 
bought and the interest rate is too high. 

Let us suppose that the management of our firm can choose, 
when the date lor replacement arrives, between installing A 
machines again or C machines. The new C machines are remark- 
able, not only lor their price of $1,055 each, but because they 
should yield a net annual income of $150 for 10 years. The 
higher net income of the more productive C model is due to its 
labor-saving characteristics: it is estimated that, after allowing for 
Its increased depreciation expense, it will save $50 a year in 
wages. Hence, the yearly net income of the first C machine to 
be installed will be $150, and so on according to the eighth col- 
umn of I able 13. Again, what should management do? 
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If the interest rate is 5 per cent, the firm’s management will not 
buy any C machines, because the net gain on two A machines 
($167) is greater than the net gain on two C machines ($129). 
However, if the relevant discount rate is 3 per (cnt, the linn will 
buy three units of C (yielding $417 gain) instead of three units of 
A (yielding $353 gain). It will increase its investment from 
$1,950 to $3,165 because of the fall in interest rates. 

At all times both firms and goveirments musr choose between 
buying their future labor requirements in advance, and indirec tly 
in the form of capital, or directly and from week to week in the 
usual way. If the rate of interest is high, the present value of 
the wages that might be saved in far distant years is not very 
great, and is perhaps insufficient to justify the extra expense of 
more productive equipment. The choice is not determined so 
much by the general level of wages, because these in turn also 
influence the supply prices of fixed capital, but rather by the 
interest rate’s balancing of present and future payments. 

Investment of this kind, undertaken to avoid the future pay- 
ment of direct labor, will not normally lead to mass unemploy- 
ment. In fact there are many reasons for expecting the opposite. 
Labor is now needed at once to produce and process the materials 
from which fixed capital is made. The immediate supply of jobs 
of one kind or another should increase. Also, the additional in- 
vestment may multiply incomes, and occasion substitute, or even 
additional, jobs for workers. 

Investment in Capacity. In many lines of production, opera- 
tions fluctuate according to a fairly regular pattern. Although an- 
nual operations may be fairly constant, certain months of the 
year are always more active, either because of seasonal demands 
for output (for example, beer cans) or of seasonal supplies of in- 
puts (for example, meat packing). These fluctuations have little 
to do with fluctuations in national income, but arc instead based 
on seasonal changes in agricultural production and weather, and 
hence are roughly predictable. 

If a firm’s productive capacity is limited to its rate of minimum 
need throughout the year, some of the profits of peak activity 
periods may have to be foregorie. On the other hand, if ca- 
pacity is related to peak needs, losses may be incurred in slack 
seasons. Such a dilemma may be particularly painful if storage 
is impracticable. 
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In order to decide this problem logically, the management of 
a firm should attempt to estimate the amount of net income it will 
not obtain in certain months because of lack of capacity. The 
present value of these foregone profits in future years must also 
be estimated, and this of course involves a consideration of the 
rate of interest. If the appropriate rate for discounting is low, 
the present value of these border-line profits will be high. 

The Principle of Acceleration 

In many lines of economic activity firms do not enlarge ca- 
pacity, or make other additional investments needed when output 
increases, until a time of unusually strong demand and high na- 
tional income is upon them. There are many reasons for this 
lack of advance planning and the most important explanation is 
probably that cyclical fluctuations, unlike seasonal variations, are 
largely unforeseeable. Another consideration may be that, in 
times of depression, firms may have neither the funds nor the 
credit to embark upon plant expansion for prosperity even if they 
so desire. 

When a firm is already operating at capacity, and a further in- 
crease in demand prompts it to increase output by some per- 
centage, its purchases of equipment and other capital items will 
^'ely probably increase more than proportionately. The basic 
reason for this phenomenon, as we shall see, is that fixed capital 
items have a service life longer than a year. The fact that a 
given percentage increase in output will, under certain circum- 
stances, lead to a larger percentage increase in capital invest- 
ment is often called the principle of acceleration. 

A simple example of the principle of acceleration is displayed 
in Table 14. In this table, a firm is assumed to have been pro- 
ducing at a constant capacity rate of 100 output units a year for 
several years up to and including 1946. Technical factors com- 
pel the installation and maintenance of one machine for every 5 
annual output units. These machines have a service life of 10 
years each. Normally the firm operates 20 machines and on an 
average replaces 2 of them each year. In 1947, however, the 
management decides to increase capacity so that production can 
be raised to 110 output units annually. Hence two additional 
machines will be required, and as usual 2 old machines must be 
replaced, so that the firm’s purchases of machines will be 4 in- 
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stead of 2 in 1947. A 10 per cent increase in output has prompted 
a 100 per cent increase in gross capital investment. Similarly, if 
output in 1948 is raised from 110 units to 150 units, machinery 
purchases will increase from 4 units to 10 units. If output is hc-ld 
steady, as it is in 1949, machinery purchases fall back to a re- 
placement rate. And if output is cui in 1950, there may he 
surplus capacity, and over-aged equipment may not even he re- 
placed, so that gross investment declines to zero. In this last 
case a 14 per cent fall in output lor sale occasioned a 100 per cent 
fall in machine purchases. 


TABLK II 

ILLU.STRATION OK I^RINCIULK OF AcCKLKRATION 
(Sini^Ie Firm Model) 

Nu.mbf.r 

Planned Machines Siock of Mach inks Invf.stment in Maciiinfs 


Year 

UMG and 

Output 

Needed 

Jan. 

Dec. 

Replaced 

Added 

Total 

previously 

100 

20 

20 

18 

2 

0 

2 

1017 

no 

22 

20 

18 

2 

2 

1 

1918 

150 

30 

22 

20 

2 

8 

10 

1919 

150 

30 

30 

28 

2 

0 

2 

1950 

130 

20 

30 

28 

o 

0 

0 


Note. It is assumed that one machine is needed for every 5 units of output and that each 
machine has a service life of 10 years. 


It should be noted that there is a certain asymmetry in the rela- 
tion of output sales to equipment purchases as between the up- 
swing and the downswing. During a period of steady and con- 
stant sales volume, equipment purchases will be limited to re- 
placement. It is only when original capacity is exceeded that 
tlie full force of the acceleration principle operates during the 
upswing. On the other hand, during a downswing, a relatively 
small cut in output may render existing equipment redundant, 
so that when scrapped it is not replaced, and current gross invest- 
ment in such e(iuipment ceases absolutely. For a particular firm, 
these changes appeal rather discontinuous; for instance, the rate 
of investment is very different alter auainment of capacity opera- 
tions than before. However, an economy comprises many firms, 
and different firms reach their respective capacities at different 
moments during the upswing, so that for an entire economy the 
principle of acceleration may act more smoothly. But it is still 
questionable whether, over short periods of time, the relation be- 
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tween output and fixed capital is the same during the upswing 
as during the downswing (see Appendix B). 

7 he principle of acceleration is one of the arguments often 
used in support of pump-priming schemes such as that discussed 
in Chapter 9. It is often contended that, if government would 
keep priming the pump, private investment would be stimulated 
to supplement the government spending. The extent to which 
private investment may be induced by rising national income de- 
pends rather upon the force of the principle of acceleration and 
upon whether enough firms reach capacity operations. In gen- 
eral the leverage of the acceleration principle is more pronounced 
the longer the service life of equipment. Hence, as there appears 
to be a secular tendency for the level of interest rates to fall, and 
the economy in consequence tends to invest in more and more 
durable capiuil, greater swings in fixed capital investment appear 
more likely. 

Which Inducement Dominates? 

The foregoing recital of the factors that induce firms to invest 
has mentioned price expectations, income changes, and all the 
varied ( ircumstances that can affect estimates of future net income 
streams. Hence the rate of interest is obviously not the only 
determi?iant of investment. Is it even an important one? 

I he truth of the matter is that a firm invests because it thinks 
it sees an opportunity to profit from so doing. A profit expecta- 
tion is a necessary j:)rcrequisite for investment; if this expectation 
of profit is lacking, the rate of interest is inconsequential. How- 
ever the rate of interest does play a part — small or large as the 
case may be — in assessing the possibility of future profits through 
investment. 

Investment in inventories, whether they comprise materials, 
work in process, or finished outputs, is probably governed pri- 
marily by price expectations. However, given these price ex- 
pectations, the rate of interest is not an insignificant factor. If 
interest rates are high, firms will buy less ahead of needs when 
prices are expected to rise, and will hold off buying even longer 
during a price decline. 

Investment in plant and equipment is largely governed by the 
level of actual or expected national income. High income levels 
usually mean high sales volume, and hence high production rates, 
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and hence an enlargement of capacity. And conversely, if sales 
are considerably below capacity for most firms, so that they already 
have redundant plants and equipment, a drop in interest rates 
will not be very effective in inducing firms to invest in extra lixed 
capital. During short periods, which are no longer than a single 
phase of the business cycle, sales volume and national income 
doubtlessly outweigh the interest rate in the investment calcula- 
tions of management. However, it is incoirect to assume that 
the rate of interest has no infinouce even in these circumstances. 
If interest rates are high, firms may invest later and more modestly 
during an upswing, and disinvest sooner and moic drastically dur- 
ing a downswing. 

In both the matter of inventory investment and fixed invest- 
ments it is clear that expectations are a vital part of the investment 
decision. In the case of inventories the relevant expectations con- 
cern price, and in the case of fixed capital investment the relevant 
expectations involve general income levels. Expectations, based 
as they are on so many emotional subjective factors, tend to be 
mercurial. If expectations change to a greater relative extent 
than does the rate of interest — which seems probable — it is rea- 
sonable to suppose that interest rates are not the most important 
determinant of investment over short periods of time. 

Nevertheless, there are always some lines of production in 
which, because of the abnormal importance of fixed capital costs, 
the rate of interest is always an obvious determinant of invest- 
ment. In the case of railroads, oil refineries, and electric power 
generation, for example, a very high proportion of the total cost 
per unit of output is attributable to interest expense. Thus, if 
interest expense is 40 per cent of total unit costs, a drop in the ap- 
plicable interest rate from 4 to 3 per cent will lower unit costs 
by 10 per cent. Certain large construction projects such as 
bridges and dams, the subsequent operation of which involves 
little direct expense for labor and power, may hinge upon the 
interest rate. Some people believe that in any economy there are 
many large capital projects poised on the edge of implementation 
and only awaiting a drop in the rate of interest to push them over 
into actuality. 

It is in the long run that the interest rate is more apt to come 
into its own. If interest rates are low, firms will tend to purchase 
capital of greater durability, and so invest more. If interest rates 
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are low, firms will tend to use more capital relative to direct labor, 
and so invest more. If interest rates are low, firms will be more 
willing to endure overcapacity during slack seasons in order to 
produce and sell more during periods of active demand, and so 
again they will tend to invest more. These tendencies may not 
be particularly strong in any specific situation, but they operate 
continuously and universally. Over very long periods of time, 
the rate of interest may outweigh expectations of income and 
price in influencing the average level of investment over time, 
just as the tide prevails over the surf in determining the ocean's 
edge. 

Over moderately long periods of time, income levels and inter 
est rates jointly induce investment, and then it is probably invalid 
to analyze investment either solely in terms of income levels or 
solely in terms of interest rates. The intention to invest is then 
not a two-variable schedule, but a three-dimensional surface, link- 
ing investment to interest rates and income levels. This approach 
is developed in the chapter after next. 

Statements for Consideration 


1. One need not compute the marginal efficiency of capital if one 

can estimate the present value of an asset’s net income stream and 
one knows its present cost of acquisition. Explain 

2. The mathematics of computing an asset’s present value arc rela- 

tively simple: it is knowing the future gross receipts and expenses 
streams that is difficult. Discuss 

3. A drop in the price of steel might increase the capital efficiency of 

some assets in two ways Explain 

4. 1 he interest rate probably has little effect on working capital, for 
its influence is swamped by price and business expectations. 


Exemplify 

5. rhe greater expense of more durable assets may be offset in an 

investor’s mind if interest rates fall. Explain 

6. If firms prepaid all their wages for years in advance, as they do 

prepay for the services of fixed capital, a change in interest rates 
might not affect the degree of direct labor productivity they seek 
in the equipment they buy. Explain 

7. If interest rates arc high, it may often be the better part of busi- 
ness prudence to keep capacity below peak period demand. 


Explain 

o. 1 ne interest rate probably has a greater effect on investment levels 
in the long run than it has from one phase to another of the 
business cycle. Evaluate 
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9. One asset will have a greater capital value than another if it is 
expected to earn a greater total net income during its service life. 

Evaluate 
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11 

Interest and Liquidity 


I'nK immediate reason for discussing interest rates at this junc- 
ture is that the level of interest rates plays a large part, although 
no one is sure how large a part, in determining the volume of in- 
vestment. The gist of the preceding chapter has been that a fall 
in the interest rate, unless certain expectations also change ad- 
versely, will induce firms to invest. It is therefore of prime 
importance tliat we learn something of the forces that move inter- 
(*st rates up and down. 

nuring the last two decades, the demand of firms and house- 
holds for litjuidity, i.e., the desire to hold some wealth in the 
Ibrm ol money, has been advanced as a theory of interest. The 
li(|uidily theory of interest, so stressed in modern income theory, 
involves a spec ial approach to money, an approach that has already 
been mentioned. This is the cash balances approach, briefly 
des( ribed in Part 11. 

d he relation between the demand for w^ealth in money form 
and the national stock of money available to satisfy this demand 
is the heart of the liquidity theory of interest. However this 
theory is generally recognized to be only a partial explanation of 
why interest is paid for the use of money. Supplementary rea- 
sons, and a more complete theory of interest, will be advanced 
in Part V. 


The Demand for Cash Balances 

Why don’t people spend their cash balances, for either con- 
sumer or investment goods, rather than hold money in the form 
of demand deposits and legal tender currency? 

Before considering motives for holding cash balances, it might 
be advisable to ascertain first who it is that holds money. Out of 
the $100-odd billions, excluding interest-earning time deposits, 
held in the United States of recent years, how much was held by 
whom? Approximately 40 per cent was held by corporations, 20 
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per cent by unincorporated firms, 10 per cent by state and local 
governments, and 30 per cent by households. These holdings 
were most unequally distributed in size. Less than one per cent 
of the holdings exceeded $25,000 but in tlie aggregate these 
amounted to about half the total money stock. About four per 
cent of all holdings were of $5,000 each or more and these in the 
aggregate accounted for about two-thirds of the money stock. 
Thus, about 96 per cent of all demand deposits were below $5,000 
each, but these altogether contained only one-third of the national 
money stock. 

On the whole, one might generalize by saying that about one- 
third of the money stock is held by households (in small amounts 
averaging perhaps only a few hundred dollars each) and about 
two-thirds by firms (in large amounts averaging fifty thousand 
dollars or more each). There is hence a cleavage, both in the 
kind of holder and in the size of the average holding. A different 
set of motives applies to the holding of small cash balances by 
households and of large cash balances by firms. 

It is customary to specify three motives for holding cash, some 
of which overlap, and some of which apply more to firms than to 
households. These three motives are commonly termed the trans- 
action motive, the precautionary motive, and the speculative 
motive. The same dollars in a cash balance may satisfy more than 
one motive at the same time. 

Transaction Motive 

Firms and households make payments that are not exactly 
synchronized with their receipts, A man who earns $50 a week 
will probably have to keep an average cash holding of $25. An 
independent proprietor with a milk route may have to pay cash 
for his milk supplies but wait an average of two weeks to bill his 
customers once a month. A man traveling away from home, in 
an area where he is not known, will have to pay as he goes. ‘‘Sav- 
ing up” funds to buy a car or a security may also be included here. 

Precautionary Motive 

Households often try to save against an emergency, such as a 
sickness in the family; if such an emergency occurs, they want 
money rather than some property or security that they may only 
be able to sell suddenly at a loss. Firms never know when an 
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unexpected and adverse turn of business will place thern under a 
financial strain; when such times occur, they do not wish to be 
dependent upon the willingness of a banker to tide them over. 
During depressions the precautionary motive is stronger than 
usual. Not only are dangers such as personal unemployment and 
business failure more evident, but the cost and difficulty of raising 
emergency funds is also seen to be greater. 

Speculative Motive 

Many firms and some households, especially during depression 
periods, have the funds to purchase durable goods and earning 
assets, but hold off buying in the expectation of declining prices. 
A corporation may defer the construction of a new factory until 
building costs come down. A financier, believing that a future 
increase in interest rates will lower the prices of fixed income se- 
curities, may postpone financial investment. The speculative 
motive obviously tends to wax and wane with periods of falling 
and rising prices respectively. 

It is hard to know which one of these motives is quantitatively 
most important in explaining the existing cash balances of house- 
holds on the one hand and of firms on the other. Perhaps, in the 
case of households, the transaction motive is relatively the strong- 
est and the most sustained over time. People of modest means 
probably give little heed to the speculative motive, except in 
periods of marked price decline, but rather spend what they can. 
(Fovernment social security schemes, health and accident insur- 
ance plans, and so forth obviously are weakening the precautionary 
motive as it ap])lies to households. During periods of declining 
business activity, the speculative motive may swallow up the other 
two motives, in the sense that the balances that are accumulated 
in anticipation of price and cost declines might in better times 
have been held as emergency and transaction funds. 

Incidentally, these three motives explain, not so much why firms 
and households save, but why they hoard (i.e., hold cash). Pre- 
sumably, if it were not for the force of these motives, people who 
saved would make financial investments that would earn them a 
return, whether as interest, dividends, or profits. The stronger 
these motives, the greater their cash balances, and the higher the 
interest rates they will forego. 
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Interest the Price of Money 

The aiTioimt of their wealth that people want to hold in money 
varies for different reasons. It is obvious that people will always 
keep some money, even though they sac rifue interest and other 
earnings, because they prefer liquidity to investment. However, 
the amount of money they wish to keep instead of holding oilier 
forms of wealth need not be constant. For excunplc, it increases 
as incomes rise, because peoj^le are then buying more expensive 
goods more frequently. Also, it decreases as the interest rate 
rises, partly because any preference for liquidity is then being 
penalized more severely, but also because the likelihood of an 
imminent fall in interest rates is then stronger. 

Accordingly it is possible to conceive of a demand schedule for 
money, which slopes downwards to the left, assuming that the 
vertical axis shows the interest rate and the horizontal axis, stretch- 
ing from right to left, represents the total amount of money de- 
manded by all individuals and business units. Such a schedule 
of demand prices for money relates to a given aggregate income 
for the economy. Also it is only valid for a prescribed time period 
(see Fig. 8). 



Fig. 8. Money Stock and Interest Rates. 

The stock of money in the economy (i.e., the value of legal 
tender in circulation and checking deposits in private banks) is 
relatively fixed. Of course this money is constantly changing 
hands, so that one man may hold less money and another more 
money than before, but the total possession of money can only be 
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altered by the government and the banks. In the absence of 
bank credit expansion or contraction, or government issuance of 
new legal tender, the stock of money will not change. It can be 
represented as a vertical straight line at M in Fig. 8. 

"File interest rate is the price that equates the demand for 
money (L) with the available stock of money (M). Accordingly 
the intersection of the demand and supply schedules in Fig. 8 
indicates the rate of interest (4%) that will prevail under the cir- 
cumstances depicted there. The slope of the demand schedule 
shows that, if the rate of interest could rise, people would want to 
hold less money than the available stock; however, this would be 
imj)ossible, unless the stock of money were correspondingly re- 
duced, bec ause there cannot be unowned money in existence. 

The onset of a financial panic, with its attendant emphasis on 
lic|uiclity, may temporarily increase the demand for money 
through the calling of loans, and so raise interest rates. Action 
by the mc:)netaiy authorities to increase the stock of money will 
shift the vertical supply schedule to the left and initially tend to 
lower interest rates. In other words, shifts in the demand or 
supply of money will alter its price of hire. 

Interest Expectations and Money Demand 

Anticipated changes in the rate of interest affect the demand 
for money because the expectations of different investors regard- 
ing the future of interest rates are varied. 

The percentage yield on an investment is dependent upon the 
derived income and the cost of acejuiring it. In the case of inter- 
est on bonds and notes, the derived income is a constant sum 
eac h year, which income streams we shall suppose continue indefi- 
nitely. Fhe yield on a bond that pays $4 of interest a year and 
can be bought for $100 is 4 per cent. However the same bond, if 
priced at $80, would give a yield of $4/$80, or 5 per cent, to a 
current purchaser. A price of $133 would yield 3 per cent. 

In other words, the percentage yield on fixed income securities 
varies inversely with their price. However competition among 
investors keeps the yield on current purchases equal to the prevail- 
ing rate of interest. Hence security prices rise when interest 
rates fall and vice versa. 

A single investor, who thinks that interest rates will soon rise, 
and that current interest rates are therefore unduly low relative 
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to the near future, should sell fixed income securities now, hold 
cash until interest rates have risen as he anticipates, and then 
reinvest, possibly in the same kind of security. For example, sup- 
pose A now owns a bond which pays $4 interest a year, and whi( h 
is currently priced at $133, so that the current interest is presum- 
ably 3 per cent. Investor A, but not the financial world as a 
whole, believes that interest rates will soon rise to 5 per cent, in 
which case the price of securities paying a fixed income of $1 a 
year should fall to $80. Consequently he sells his bond now for 
$133 and waits to repurchase it later at $80. If he alone has 
anticipated the future course of interest rates correctly, he will 
eventually have the same dollar income, and $53 in money besides. 

An investor who expects interest rates to rise will shift from 
bonds to money while he waits for his predictions to be realized. 
Conversely, an investor who expects interest rates to fall, which 
means that the prices of fixed income securities will rise, hurries 
to shift out of money into bonds before his anticipations mate- 
rialize. If investors, as a group, are evenly divided in their ex- 
pectations, the aggregate amount of money which they wish to 
hold will remain the same. 

However, if the preponderant opinion is that interest rates will 
rise, the shift from bonds into money will be stronger than the 
movement from money into bonds. The prices of bonds will 
therefore fall. Such an outcome in effect constitutes a rise in 
interest rates. Prospects become actualities if most investors be- 
lieve in the same future. 

Investors’ expectations regarding the future of interest rates 
depend in part on their present level. If interest rates are low 
now, there is a greater likelihood that they will rise in the future. 
Consequently investors will anticipate a fall in the prices of fixed 
income securities. In preparation for this event they will want 
to hold less wealth in investments and more in money. Hence 
investors try to hold more money when interest rates are low. 
Conversely, when interest rates are high, so that they are generally 
expected to fall, investors will prepare for this event by trying to 
hold more securities and less money. 

The speculative motive of investors prompts an attempt to hold 
more money at low interest rates, and less money at high interest 
rates, because interest rates are always expected to move away 
from abnormally low or high levels. 
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Active and Passive Balances 

It is analytically useful to distinguish between two kinds of 
money balances. The money people hold to facilitate their day- 
to-day transactions will be termed '‘active balances'* and designated 
by the symliol Mi. Money held by speculative investors will be 
called passive balances and represented by M 2 . Active and pas- 
sive balances constitute the sum total of the money stock. 

I1ie direct demand for active balances (Mi) is almost entirely 
a function of income and only remotely a function of the inter- 
est rate. The direct demand for passive balances (M 2 ) is pri- 
marily a function of the level of interest rates and is hardly 
affected by income. Any relation between the demand for active 
balances and the demand for passive balances is indirect and 
operates usually by way of a change in the rate of entrepreneurial 
investment. 

However, it is conceivable that there would be no demand what- 
soever lor passive balances in an economy where the interest rate 
was expected never to change. There would then be no specula- 
tive motive lor Iiolding money. All money would then be held 
in active balaiu es. 

Some people, when discussing the income velocity of money (v), 
consider only the velocity of active balances. The turnover of 
the jiassive balances normally tends to be zero and so is disre- 
garded. For example, if were 25 billion dollars, Mo were 15 
billion dollars, and the national income were 100 billions, they 
might say that the income velocity (t;) was 4.0 (i.e., 100/25) and 
not 2.5 (i.e., 100/40). 

I hese recent statements need to be reconciled with the analysis 
of Part 11. The money supply (M) was classified as circulating 
legal tender (M') or bank deposits (M"). Here we have segre- 
gated the stock ot money into active (Mi) or passive (M 2 ) balances. 
These two systems of classification are quite unrelated. A typical 
active balance will consist of both hand currency and checking 
deposits. 


The Liquidity Function 

The over-all demand for money, consisting of the demand for 
active and passive balances, is expressed by a so-called liquidity 
function, which embraces three variables. 
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The three variables are (L) tlie demand for money, (r) the rate 
of interest, and (F) the level of income. Xlie demand for active 
balances will be denoted by U, that for passive balances by U, 
while the total demand for money will be designated by L. 
equilibrium Mi will equal U, M 2 will equal L., and M will 
equal L. 

Figure 8 shows money and the demand for money on the right- 
to-left scale and the interest r ite or, the down-to-up scale. Li is 
shown as a vertical straight line, because the demand for active 
balances is not directly related to the rate of interest. (It is 
related to income, but this variable is not shown.) L‘> is shown 
as a curve sloping toward the lower left because the speculative 
desires of investors to hold funds increases when the interest rate 
is low. The total demand for money (Z.) is simply the horizontal 
summation of Lx and Lo- The entire diagram is valid only tor 
a given income level. If income were to increase for some reason, 
the Li schedule, and hence the L curve, would shift to the left, and 
the over-all demand for money would increase. However Lo 
would not shift, since the demand for passive balances is not 
directly dependent upon income. 



Figure 9 also shows money and the demand for money on the 
right-to-left axis. However the Y dimension, which runs back- 
wards from the front, now represents the level of income. L 2 is 
a straight line because the demand for passive balances is not 
directly related to income. (It is related to the interest rate but 
this last is not included in the figure.) Li is shown as a curve 
toward the upper left because the transactionary desire of the 
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public to hold funds increases with income. L is the horizontal 
addition of and Li. The interest rate is omitted here and 
assumed to be a constant. If the interest rate should happen to 
fall, L 2 , and hence L, but not Li, would be directly shifted to the 
left, and the total demand for money would increase. 

The total stock of money is deemed a constant. The division 
of M into Ml and Mo is variable, however, and depends upon the 
rate of interest and the level of income. Let us suppose that M 
is $40 billions. Then, for the level of income subsumed in Fig. 8, 
it ^vould seem that the equilibrium rate of interest, reading off 
from the L curve, must be 4 per cent; and, at 4 per cent, the stock 
of money is divided into active balances of $2v5 billions and passive 
l)alances of $15 billions. Similarly, at the interest rate subsumed 
in Fig. 9, the equilibrium level of income, according to the L 
schedule in that diagram, is $100 billions, at which level the total 
stock of money apparently comprises an Mi of $25 billions and an 
Mo of $15 billions. 

When the stock of money is constant (for example, $40 billions), 
only one level of income is consistent with a given interest rate, 
and only one rate of interest is compatible with a given income 
level. Moreover the interest rate in force should instigate the 
same division into active and passive balance as is required by the 
actual iiKomc level. In the present example the breakdown of 
the money stock into Mi and Mo is respectively $25 billions and 
$15 billions. The equilibrium interest rate in Fig. 8 (4 per cent) 
subsumes a national income of $100 billions and the equilibrium 
income level in Fig. 0 ($100 billions) subsumes an interest rate 
of 1 per cent. 

File idea that, with a constant stock of money, a given interest 
rate reejuires a delinite income, and vice versa, is depicted in Fig. 
10. In this diagram, interest reads from down to up, income 
along the other axis, and higher interest rates are required with 
higher incomes if the liquidity demand for dollars is to remain 
unchanged. If the stock of money were increased, say from $40 
billions to $50 billions, either interest rates would fall or the in- 
come level would rise, or both. 

It is best to think of the liquidity function as a surface. A 
relation involving three variables needs three dimensions if it is 
to be represented graphically. The addition of an extra dimen- 
sion transforms the curve of an ordinary figure into a surface. 
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In this case we shall imagine a three-dimensional model in 
which money increases from east to west, income increases from 
south to north, and interest increases from down to up. Each 
dimension is at right angles to every other one. The relation 
between interest and money will be shown as a curve by any 
vertical cut through the surface taken in an east to west dimension 
(see Fig. 8). The money to income relationship can be obtained 
by a horizontal slice taken at any altitude (see Fig. 9). The in- 
terest and income combinations are revealed by a vertical cut 
along the south to. north axis (see Fig. 10). 



Fig. 10. Income Level and Interest Rate. 


The liquidity surface itself falls to the west (meaning lower 
interest rates with more money) and rises to the north (meaning 
higher interest rates with more income). Low interest rates in- 
crease the speculative demand of investors for passive balances 
and high incomes increase the transactionary demand of the public 
for active balances. One way to avoid higher interest rates when 
the national income rises is concurrently to increase the stock of 
money. 

Other Aspects of Interest Theory 

The liquidity preferences of the public — firms and households 
alike — are obviously only a partial explanation of why interest is 
paid for the use of money. The various motives that prompt 
people to hold cash balances certainly help to explain why they 
insist on interest as a price for relinquishing sume degree of 
liquidity. However, in practice, it does not explain why most 
borrowers of funds pay interest. 
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Governments, firms, and households do not ordinarily pay 
interest on borrowed funds in order to be more liquid, that is to 
hold cash balances of greater value. Governments borrow money, 
and are willing to pay interest, because they are more able and 
willing to spend than to tax. Firms are willing to pay interest 
on borrowed funds because they believe that the real capital in- 
vestments they will undertake can earn a net return over cost. 
Households are willing to pay interest in order to buy durable 
goods such as automobiles now rather than later. In each case, 
those that pay interest have borrowed money, not to hold it, but 
to spend it. 

I1ic time j:)iefcrcnces of households and the productivity of 
real capital investments are just as much part of the whole theory 
of interest as is the liquidity preference for cash balances. The 
rate of interest must do more than equate the demand for cash 
balances with the national stock of money. The rate of interest, 
together with the level of income, must equate intended saving 
and intended investment. And the rate of interest must equate 
the supply and demand for loanable funds. In Chapter 30 these 
additional considerations are taken up in turn. 


Statements for Consideration 

Vhe demand lor active balances and the demand for passive bal- 
ances depend one upon income and the other upon the interest 

Discuss 

A decline in the price of a gilt-edge means that interest rales are 

Explain 

People :dways want money, and so it seems strange to say that, at 
the eqiiilibiiiim interest rate, no one wants to be any richer. 

Evaluate 

The liquidity demand for money is really a three-dimensional prob- 
Itnn and cannot be depicted adequately bv an ordinary two-way 
diiigiam. Explain 

If moie people were paid by the day or week, instead of monthly, 
the interest rate might fall. Explain 

One test of whether an asset is *‘money^* or only ‘‘near money” is 
whether it earns interest. Exemplify 

Dilfercnt sets of motives apply to the holdings of cash by households 
and to cash holdings by firms. Explain 

The liquidity theory of interest asserts that interest is a reward 
for sacrificing liquidity rather than a reward for postponing con- 
sumption. Discuss 

The liquidity theory of interest is a complete theory. Evaluate 
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The General Theory 

1 iiK M(^i)KRN TiiKORY of iiicomc, interest, and money is a general 
theory, and one which includes a number of special interactions. 

I he lirst special relation to be analyzed was that among income, 
the ( onsum])ti(jn function as reflected in the marginal propensity 
to save, and investment. Another important relation already 
discussed is that among investment, a number of considerations 
aifecling the marginal efiiciency of capital, and the rate of interest. 
Finally, we have seen that the rate of interest is in large measure 
dependent upon the factors that cause people to demand money as 
a means of aciiieving licjuidity on one hand and upon the national 
stock of money on the other. These and other ideas can now 
be integrated into a simultaneous and general theory. Actually, 
the litting together of these various parts can best be done if we 
use diagrams, because the interactions of the subsidiary systems 
c an then be seen most clearly. Moreover, the job of assembly is 
siniplilied if we start where economists originally commenced a 
century ago and then prc)c:eed to evcjlve a more cxmiplete theory. 

The Classical System 

The c lassical economists concentrated their attention upon the 
relation among intended savings, intended in\estment, and the 
rate of interest. Income was ignored and so implicitly assumed to 
be at a constant level. Any demand for money as an alternative 
and preferable form cof hcDlding wealth was also disregarded. 

The core of the classical system can be readily graphed on a 
two-axis diagram such as Fig. 1 1. The interest rate is represented 
vertically. Intended savings and intended investment are repre- 
sented along the horizontal axis from left to right. The intended 
sa\ ings schedule shows that people will wish to save more at higher 
rates of interest and the opposite slope of the intended investment 
sc hedule indicates that entrepreneurs will choose to invest less at 
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higher interest rates. The equilibrium rate of interest is that 
which equates intended savings and intended investment. Actual 
savings must always equal actual investment, and in the classical 
theory also, if we adhere to our modern definitions of them. 

According to this theory, an increase in thrift incss on the part 
of the public would shift the intended savings schedule to the 
right, and so, other things equal, result in a lower rate of interest 
and increased investment. Or an invention of more eflicient 
machinery might shift the intended investment schedule to the 
right, and so, other things equal, raise the interest rate and increase 
the amount saved. In either event, the two schedules are treated 
as though they were independent of one another; hence, when 
one of them shifts, the other remains stationary, and is merely 
intersected at a different point. 



Fig. 11. The Effect of Interest and Income on Savings and 
Investment. 

It has already been stressed that the classical theory subsumed 
a constant level of income and hence of employment also. There- 
fore any increase in actual savings and investment by the economy 
required a temporary sacrifice of consumption for both the in- 
dividual lender and the economy. It was in part for this reason 
that the earlier writers used to refer to interest as a reward for 
waiting and abstinence. 
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Income Introduced as an Extra Variable 

In reality, income is very much a variable, as past records of 
business cycles reveal. The rate of investment tends to determine 
the level of income, and this in turn influences the amount people 
will wish to save. Today we deny that savings and investment 
are independent, except at a given income, and maintain on the 
contrary that saving is linked to investment through changes in 
income. 

These more recent ideas can be illustrated rather imperfectly 
in a two-dimensional diagram of the kind just used. However it 
is important that each intended savings and intended investment 
schedule be tagged with the income level to which it relates. For 
each different income there will be a special savings schedule and 
a special investment schedule. For example, in Fig. 11, Sioo is 
the intended savings schedule, and Iioo is the intended investment 
schedule, when the national income is $100 billions. In general, 
as income rises, both schedules will shift to the right, but the 
intended savings schedule will shift farther and faster to the right 
than will the intended investment schedule. Figure 1 1 shows 
three pairs of intended savings and intended investment schedules. 
Each pair is drawn for a different income. The three income 
levels that have been arbitrarily selected are $75, $100, and $125 
billions respectively. Each pair of schedules intersects at a differ- 
ent rate of interest. 

It will be noticed that lower income levels are associated with 
higher interest rates and low interest rates with high income levels. 
The geometric explanation of this is that the horizontal shift of 
the savings schedule, which follows a change in income, is greater 
than the horizontal shift of the investment schedule. The eco- 
nomic reason is that a variation in income, given the interest rate, 
causes a greater change in intended savings than in intended in- 
vestment. 

The three intersections of these three pairs of schedules are 
points on a rather special kind of function relating three variables. 
These three variables are (r) the interest rate, (Y) the income 
level, and (X) actual savings and actual investment. (The sched- 
ule that links these variables will be called the Q schedule.) The 
relation in the present case is as follows: 
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Interest Rate 

Income Level 

Savings ir Investment 

{r) 

(j) 

(X) 

6% 

$ 75 bs. 

$4.2 bs. 

5 

100 

6.0 

4 

125 

7.8 


Within limits it should be possible to interpolate along this Q 
Schedule. For example, an interest rate of 4i/^% would probably 
increase investment to about $6.9 billions, and this would in turn 
raise income to approximately $112.5 billions, at which level 
savings would equal investment. The vital relation stressed here 
is that, other things equal, lower interest rates are associated with 
higher incomes and more actual savings and investment. 

Influence of the Demand for Money 

It has already been shown that the rate of interest under equilib- 
rium conditions is the price that equates the demand for money 
with the stock of money (see Fig. 8). In the preceeding section 
it has just been stated that the equilibrium rate of interest is 
that which equates intended savings and intended investment. 
Apparently an economy will not be in equilibrium unless the 
rate of interest equates (1) money demand with money stock, and 
(2) intended savings with intended investment. 

money savings a investment 



Fig. Money Demand and Income Equilibrium. 
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These dual conditions are both satisfied in Fig. 12. The right- 
hand j)ortion of tlie diagram is the ''classical” figure with which 
we started just above. The left-hand portion is similar to Fig. 8, 
already employed in the discussion of liquidity preference. Three 
of the schedules are valid for a national income of $75 billions 
and so are directly comparable. The stock of money in the 
economy is then $40.0 billions, and this occasions, in conjunction 
with the money demand that exists when income is $75 billions, 
an interest rate of 6 per cent. The intended savings of a $75 
billion income (i.e., $4.2 billions) will equal the intended invest- 
ment of a $75 billion income (also $4.2 billions) when there is a 
6 per cent rate of interest. In this case the entire system is in 
e(|uilibriuni because the interest rate determined in the left part 
is e(jual to that determined in the right portion of the figure. 

What readjustments would follow an increase in the stock of 
money from $40 billions to $50 billions? 

First, the supply of $50 billions will intersect the $75 billion 
income demand for money at a lower interest rate, perhaps at 4 
per cent. Second, a lower interest rate will cause entrepreneurs 
to invest more even before income changes. Third, more dollars 
spent on investment will increase incomes in a multiple manner. 
Fourth, a high income will lead to an increase in the intended 
savings and intended investment at any given interest rate, so that 
new savings and investment schedules (S’lor, and /i^n) need to be 
drawm. At this point we have a temporary equilibrium with an 
interest rate of 4 per cent, actual savings and actual investment of 
$7.8 billions, and an income level of $125 billions. 

However this cannot be a permanent adjustment because a 
higher income will increase the demand for money. In Fig. 12 
we liavc supposed tliat Lyi^ represents the increased demand for 
money when the income level rises to $125 billions, and that this 
results in an interest rate of 6 per cent when tlie money stock is 
only $50.00 billions. We cannot have two different rates of 
interest at the same time, and so $125 billions cannot be the 
equilibrium level of income. 

final equilibrium will probably entail some compromise adjust- 
ment. The initial increase in the money stock will cause a lower 
interest rate, and this will increase investment, and then income, 
and then actual saving. However, because a higher income in- 
creases the demand for inoneVf this rise in income and savinor and 
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investment will be less than one would otherwise expect. Con- 
sequently, the outcome of increasing the money stock from $40.0 
billions to $50.0 billions may be an interest rate of 5 per cent, 
actual savings and investment of $6.0 billions, and an income level 
of $100 billions. At this equilibrium the three relevant schedules 
shown in the diagram are Lioo, ‘Vioo. and /loo. 

The above description of events has been made to appear a 
sequential affair, with one development succeeding another in 
lime. It was phrased this way to facilitate comprehension. In 
reality the entire adjustment is probably simultaneous. As the 
money stock increases, interest falls, investment rises, and income 
increases also; the intended investment schedule shifts to the right, 
the intended savings schedule shifts even faster to the right, and 
the liquidity demand schedule for money shifts upwards. As 
these developments proceed, the rate of interest that the savings 
and investment schedules indicate is proper becomes lower, but 
the rate of interest that the demand for money indicates is proper 
becomes higher. 

These opposite developments restore equilibrium. The initial 
stimulus to an over-all readjustment was an equating interest rate 
for money demand and money stock that was lower than the 
equating interest rate for intended savings and intended invest- 
ment. As incomes increase, the former equating interest rate rises 
and the latter equating interest rate falls, until they are similar. 

The effect on income levels of a change in the money stock 
would be considerably greater if a change in income did not 
affect the demand for money. A simpler, but rather unrealistic 
model, would be one in which the theorist assumed that the 
money demand was independent of the income level, so that 
there would be a unique money demand schedule valid for all 
incomes. The more complete theoretical system employed here 
indicates that the fall in interest rates that follows an increase in 
the money stock is soon arrested by the increased money demand 
that follows a rise in income levels. A rising income brakes itself. 

Altered Human Attitudes 

Superficially, it might appear that the money stock determines 
the interest rate, savings-investment, and the level of income. 
However, it is obvious that these three resultants in part depend 
upon the character of the schedules of money demand, of intended 
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savings, and of intended investment. Consequently we must next 
consider the effect of a shift in any one of these three schedules 
upon some resultant such as income. 

Changed Saving Propensities 

Let us suppose that the public begins to look upon thrift as 
a virtue and attemjits to practice greater frugality. In this event 
the community will try to save a greater sum at each income level 
and interest rate than it did before. Such a change in human 
attitudes toward saving is depicted in Fig. 13. Schedules LS 76 and 



Fig. 13. Incidence of Altered Saving Propensities. 

show the previous rates of intended savings when income was 
$7r) billions and $125 billions respectively. On the other hand 
schedules -^’75 and show the subsequent rates of intended sav- 
ings when income is $75 and $125 billions respectively. The 
intended investment schedules for income of $75 and $125 billions 
do not change. The schedule links the actual savings and 
investments that occurred at different interest rates before the 
new attitude toward thrift. The schedule links the actual 
savings and investments that will occur at different interest rates 
alter the community becomes bent on frugality. There are 
really two systems of schedules here, but only one is relevant for 
a given attitude toward thriftiness. 

It will be noticed that the schedule lies below and to the left of 



THE GENERAL THEORY 


173 


the schedule. One interpretation of this is that a lower in- 
come level will be required after the change in order to equate 
actual savings with actual investment. An alternative statement 
would be that actual savings and investment will subsequently be 
less at any given rate of interest. The above conclusion that an 
increase in thriftiness, evidenced by a shift to the right in the 
intended savings schedule, would actually lead to less saving and 
investment at a lower income, runs counter to classical proposi- 
tions. 

Changed Investment Intentions 

Another possible change in human attitudes is that of entre- 
preneurs towards investment. A series of favorable and publi- 
cized events may lead to a wave of optimism throughout the 
business community. The schedule of intended investment at 
any given interest rate and income level may shift to the right. 
In that event the Q schedule will shift upwards and to the right. 
(The student should draw such a diagram for himself.) The 
significance of such a shift would be that entrepreneurs will now 
invest more at any given interest rate. A higher rate of invest- 
ment, savings propensities unchanged, means a higher income. 
Consequently, a more favorable attitude toward investment will 
cause a higher income level and more actual savings and invest- 
ment, even though the interest rate may rise slightly as higher 
incomes increase the demand for money. 

Changed Liquidity Preferences 

Finally, perhaps because of institutional changes, the public 
demand for money at any given interest rate and income level 
might alter. For example, a law might be passed requiring all 
salaried employees to be paid weekly instead of monthly, in which 
case these persons would not need such a large bank balance to 
carry on their ordinary day-to-day transactions. The money de- 
mand schedule constructed for a given income level would shift 
downwards, so that the existing money stock would now be com- 
patible with a lower interest rate. A lower interest rate will 
evoke an increased sum of actual investment, even though the 
intended investment schedule remains unchanged, and this will 
in turn lead to a higher income, other things equal. 
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A Three-Dimensional Restatement 

The section that follows is not essential. 1 he student who 
dislikes graphic models can omit it without inteirupting the con- 
tinuity of the exposition. However, a better understanding 
should follow an attempt to think in terms of surfaces rather than 
schedules. 

The general theory can be represented by two contiguous boxes 
each containing a pair of surfaces. The left box will be called the 
Money Box and the right box will be called the Savings and 
Investment Box. 

The Money Box has three dimensions. The stock of money 
(M) is shown on the axis that runs from the origin out to tlie /e/L 
Interest (r) is shown on the axis that rises from the origin upwards. 
Income (7) is shown on the axis that goes from the origin back- 
wards. The Savings and Investment Box has three dimensions 
also. Actual savings and investment (X) is shown along the 
axis running from the origin to the right. Interest (r) is shown 
on the axis that rises upwards. Income (V) is represented along 
the axis that pushes backwards from the origin. It is obvious that 
the two boxes have a common wall that shows the relationship 
between interest and income. 

Money Box Surfaces 

There are two surfaces in the Money Box. One is the stock-of- 
money surface and the other is the demand-for-money surface. 

A great deal of information regarding these surfaces has already 
been given in Cliapter 1 1 . 

I he stock-ol-money surface appears as a vertical straight line, 
if cut by a vertical right-to-left plane. It appears as a line running 
straight backwards and forwards, without any left or right devia- 
tion, when cut by a horizontal plane (see Figs. 8 and 9 in Chapter 
11). The stock-of-money surface is really a plane surface without 
convexities or concavities. In other words the money stock is 
constant irrespective of changes in interest and income. 

The money demand surface appears as a schedule sloping down- 
wards and to the left when cut by a vertical right-to-left plane, 
which means that people will want to hold more money at lower 
interest rates when income is unchanged. A horizontal section 
would show a schedule tending backwards and to the left, which 



175 


THE GENERAL THEORY 

means that increasing incomes cause the public to demand more 
money at a constant interest rate. And a vertical backwards and 
forwards section would show a schedule rising as it went backwards, 
which means that people will pay more interest when incomes 
rise in order to hold a constant stock of money. 

These two surfaces will intersect one another. The loci of 
these intersection points will fall along a vertical backwards and 
forwards section that corresponds to the existing stock of money 
(see Fig. 10 in Chapter 11). In other words, tliese intersection 
points comprise a single schedule, which indicates that higher 
interest rates will be associated with higher incomes when the 
economy has the use of a constant stock of money. 

Savings and Investment Box Surfaces 

There is an intended savings surface and an intended invest- 
ment surface in the second box, the character of which has already 
been tentatively revealed in Chapter 10. 

Tlie surface of intended savings slopes upwards and to the right 
when revealed by a vertical left-to-right sectional cut, so that 
apparently, at higher interest rates, people will save more out of 
a constant income (see Fig. 11). A horizontal cut shows an in- 
tended savings schedule that runs backwards and to the right, 
which means that higher incomes cause people to save more at a 
given rate of interest (see Fig. 6 in Chapter 9). And a vertical 
backwards and forwards section reveals an intended savings 
schedule that falls as it goes backwards, indicating that a lower 
interest rate at higher income levels will evoke a constant intended 
saving. In other words, people will try to save more at higher 
income levels and higher interest rates. 

The intended investment surface appears as a schedule sloping 
downwards and to the right when cut by a vertical left-to-right 
schedule, which means that entrepreneurs will seek to invest more 
at lower interest rates despite a constant income. A horizontal 
section reveals a schedule moving backwards and somewhat to 
the right, which indicates that businessmen and others will regard 
increased income as a sign to invest more at a given rate of interest. 
A vertical fore-and-aft cut shows a schedule that rises as it moves 
backwards, so that apparently a higher rate of interest can be 
obtained from entrepreneurs when incomes increase, if actual 
investment is to remain unchanged. The character of the in- 
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tended investment surface states that there will be an increased 
attempt to invest at higher income levels and lower interest rates. 

Increased income will greatly increase the desire to save and 
somewhat increase the desire to invest. Higher interest rates will 
increase the desire to save but reduce the desire to invest. The 
effect of income changes upon intended savings and intended in- 
vestment is in the same direction, but the effect of interest changes 
upon them is contrary. 

These two surfaces intersect. It is supposed that the path of 
intersection runs back, to the right, and downwards. The signifi- 
cance of this is that a lower interest rate will be associated with 
greater savings-investment and with a higher income. 

Equilibrium 

I hc system as a whole will be in full and final adjustment when 
the adjustment in the Money Box is compatible with the adjust- 
ment in the Savings and Investment Box. 

We know that full equilibrium requires that the demand for 
money be ecpiated with the stock of money. However, there are 
a scries of combinations of income and interest that would occa- 
sion this necessary equation. For example, money demand and 
money stock might be equal when income and interest combina- 
tions are those set forth in the first two columns of Table 15. 


TABLE 15 

Equilibrium Between Both Boxes 


M= L 


(i 

r 

1 / 

y 

r 

4.0 per cent 

^ 75 billions 

5.5 per cent 

4.2 

80 

5.4 

4.4 

85 

5.3 

4.6 

90 

5.2 

4.8 

95 

5.1 

5.0 

100 

5.0 

5.2 

105 

4.9 

5.4 

110 

4.8 

5.6 

115 

4.7 

5.8 

120 

4.6 

6.0 

125 

4.5 


We also know that a complete adjustment necessitates that in- 
tended savings equal intended investment. Here also there are 
several income and interest combinations that will give an 
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equality. Perhaps the possible combinations include those set 
forth in the last two columns of Table 15. 

It should be noticed that under these assumptions there is only 
one combination of income and interest common to both subsys- 
tems, and that is $100 billions with five per cent. This is one of 
many combinations that will equate intended savings with in- 
tended investment. This is also one of many combinations that 
will equate money demand with the stock of money. However, 
it is the only combination of income and interest that will both 
equate intended savings with intended investment and equate 
money demand with the stock of money. Once the four surfaces 
are given, there is a unique equilibrium for the system as a whole, 
and particularly for r, X, and Y. 

The requirements for a complete and final adjustment, given 
the surfaces, is that (1) the demand for money equals the stock of 
money, (2) intended savings equal intended investment, and (3) 
the former and latter equations involve the same combination of 
income and interest. 


Causes and Effects 

The general theory of income permits a useful distinction to 
be made between underlying causes and resultant effects. The 
causes are the human and institutional circumstances that are to- 
gether represented in the four schedules (if we are thinking in 
two-dimensional terms) or surfaces (if we are thinking three- 
dimensionally). The intersections of these schedules or surfaces 
determine the income level, the interest rate, and savings-invest- 
ment. These last three variables are the resultant effects. 

It is simplest in this connection also to start with the classical 
model. The early theory had two causes, each expressed in an 
ordinary schedule, and these were intended savings and intended 
investment. The only two effects were the interest rate and actual 
savings-investment. An increase in intentions to invest, depicted 
by a shift in the intended investment schedule upwards and to the 
right, makes a new intersection farther up on the old intended 
savings schedule, with the result that the interest price rises and 
savings-investment increases in value. An increase in intentions 
to save, depicted by a shift in the intended saving schedule down- 
wards and to the right, makes a new intersection farther down on 
the previous intended investment schedule, with the result that 
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the interest rate falls and the savings-investment increases. No 
possible effects on income were considered and the possible influ- 
ence of money stock and money demand were ignored. 

In the general theory, however, there are four causes or deter- 
minants: 

(J) Intention to invest — represented by the intended investment sched- 
ule or surface. 

(2) Propensity to save — represented by the intended savings schedule 

or surface. 

(3) Liquidity pieference — represented by the money demand schedule 

or surface. 

(4) Effective money supply — represented by the money stock schedule 

or surface. 

The three effects (excluding money stock) are: 

(r) the interest rate — the price people pay in order to hold their 
wealth in money form — ^represented vertically in the three- 
dimensional boxes. 

(X) actual savings and investment — the dollar excess of income over 

consumption — re])rcsentcd along the left-to-right scale of the 
1 ight-hand box. 

(Y) the income level — the value of total output — represented along 

the backwards scale in the three-dimensional boxes. 

I he subscciuent analytical procedure will be to assume an in- 
crease in each of the four causes in turn and trace the results this 
will have on the three listed effects. 

Increased Intention To Invest 

An increased propensity to invest will cause all the intended 
investment schedules to shift to the right. The altitude of the 

cutve that relates Y and r with X — the Q schedule in Fig. 11 

will go up. X increases. Y will rise. A higher Y increases the 
demand lor Mi balances and so — although the money demand 
surface does not change— a higher r is indicated with an un- 
changed M. 

Increased Propensity To Save 

An increased propensity to save will shift all the intended sav- 
ings schedules downwards and to the right. The schedule that 
relates Y and r with X— the Q schedule in Fig. 11— will fall lower. 

X will therefore become less at the previous r. Therefore Y will 
fall. At a lower Y the demand for Mi balances will be slightly 
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less, eveii though the money demand surface remains unchanged, 
and so theie will be a fall in r in the absence of any change in M. 

Increased Liquidity Preference 

An increased liquidity preference will shift all the money de- 
mand schedules in the left-hand box upwards and to the left. 
(The scale in this box. reads from right to left.) Therefore a 
higher r is required. The Q schedule, which relates r with X, 
will be intersected at a higher point and so X will be reduced. 
I^ess X spells a lower Y, A lowci i will somcvvliat reduce the de- 
mand for Ml balances, even though the money demand surface is 
unchanged, so that the initial rise in r will actually be less than 
first expected. 

Increased Money Supply 

An increased effective money supply shifts the M schedules — 
in the left-hand box — further over to the left. There will be a 
fall in r. The Q schedule in the right-hand box is intersected at 
a lower point, so that X increases. A higher ^'olume of X brings 
about a multiplied increase in Y. Higher Y increases the demand 
for Ml balances, although the money demand surface is stationary, 
so that the fall in r is less than originally anticipated. 

Comparison with the Classicists 

It is not difficult to compare the classical and modern theories 
of interest, saving, and investment in terms of causes and effects 
and along the lines of Table 16. 

TABLE 16 

Causes and Effects According to Classical and Modern Income Theory 



Determinates (or Effects) 


Classical 

General 

(1) Intentions to invest, ^ 

r f X ^ 

r ^ X ^ Y f 

(2) Propensity to save, ^ 

r 1 X t 

»■ 4, X 1 r 4 

(3) Liquidity preference, 

(ignored) 

r t X 1 Y 1 

(4) Effective money supply, ^ j 

i (ignored) 

r 4, X i y i 


One of the major differences, of course, is that the classicists 
ignored the effective money supply and what we today term liquid- 
ity preference. Also, they did not specifically include income as 
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a dependent variable, or indeed consider it to be a variable. 
Hence the general theory of income, interest, and money has 
added two causes (i.e., liquidity preference and money supply) 
and at least one effect (i.e., income). 

Notewortliy is tlie fact that the classical and modern theories 
reach somewhat different conclusions regarding the effect of an 
increased propensity to save. The classicists supposed that a fall 
in r and a rise in X would result. Modern theorists agree that r 
will fall, but assert that X will also fall, so that Y will in turn be 
reduced by some multiple amount. The older economists ignored 
the changes in Y that link intended savings and intended invest- 
ments. 

The classical theory is essentially a special case of the more 
general theory of today. Geometrically, the classical theory can 
be contained in one plane of two dimensions, comprising part of 
the two boxes of four dimensions required to illustrate the mod- 
ern theory. An analogous contrast would be between a one- 
room cabin and a house that has been built around an original 
cabin. In view of the inclusion of the classical theory within 
today’s general theory, one cannot say that logically they are in 
conflict. 

However, as we have seen, the two systems do lead at times to 
different conclusions regarding public policy. Hence a choice 
must often be made between them when it comes to selecting a 
tool of analysis for dealing with unemployment problems of the 
real world. On such an issue there can be little doubt that the 
more complete theory, the one that also explains more adequately 
the facts of economic life, must be preferred despite its greater 
complexity. 

Statements for Consideration 

1. The classical theory is all right as far as it goes, but it doesn’t go 

far enough. Explain 

2. T he modern theory of income only added the income variable. 

Discuss 

3. It is still a moot point whether the intended investment and in- 
tended savings schedules are independent of one another; if they 
are not, the modern and more general theory of today breaks down. 

Discuss 

4. All schedules representing intended savings and intended invest- 
ment at different interest rates should bear an income level tag. 

Explain 
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5. The general theoi y added iwo causes and one effect to the classical 

theoiy of interest, savings, and investnicnL. Explahi 

6. Ihe liquidity demand lor monev imposes a brake on income 

^^hanges. ^ Explain 

7. Ihe fact ihat an equilibrium income level ma\ be suboptimum 
from a welfare viewpoint is not the fault of any se lfish group but is 
attributable to the attitudes and instituiions of the community. 

Discuss 

8. Intended investment and intended saving may be e([ual at sume 
given interest rate and yet not be in iixome equilibrium. Explain 

9. The general theory of interest, monev, and inronie is irreconcilable 
with the classical theory of iiii.aest; for example, they are in flat 
contradiction over tlie effects of increased public thrift. Evaluate 
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13 

Government Employment Policy 


Unnecessary and unwanted uncinployinent is one of the 
greatest economic problems of our time and tlie value of income 
t/ieory must be assessed in terms of its ability to suggest remedial 
measures. The diagnosis of the preceding chapters is not an 
end in itself, but it is an essential first step toward a solution of 
unemployment. Now that our analysis is largely completed, it 
is time to suggest government policies that seem to hold some 
promise of success. 

What the Analysis Has Shown 

We learned in Part II that the circuit of payments could not be 
maintained, hut would fall, if taxes plus intended private saving 
tended to exceed government spending plus intended private in- 
vestment. And in Part III it has been shown that income will 
fall if intended savings tend to exceed intended investment. Ac- 
tually, these two statements are alternative ways of describing the 
same situation, for the aggregate savings and aggregate invest- 
ment of the economy will be ecjual at the same national income 
which equates private saving and taxes with private investment 
and government spending. (See Appendix C.) 

Hence it would seem to appear that the flow of payments, and 
up to a point real income too, would increase if either of the fol- 
lowing occurred in isolation: a greater private inclination to in- 
vest rather than save, or lower government taxes relative to 
government spending at each level of national income. Unfor- 
tunately, the private propensities of firms and households to in- 
vest and save is something the national government of a country 
can influence only very indirectly and uncertainly. In this case, 
the burden of preventing or alleviating mass unemployment falls 
rather stjuarely on fiscal policy, that is upon government taxing, 
spending, and borrowing. Apparently the government must 
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resort— and a politically popular recourse it is, too--to spending 
more or taxing less. 

The same broad conclusions can also be reached by way of the 
analytical scheme developed in lig. 5, where the iTuome system, 
the investment system, and the interest svscjn were displayed. 

In the case of the income system (Chapter i)), it was stat#*d that 
national income would tend to be laised if investment inci eased 
or the marginal piopensity to sav^e declined. Ht wever, the mar- 
ginal propensity to save can only decline at each income level, 
thereby raising the vaiue of to investment multiplier, if there is 
a shift in the entire consumption function. It is coi^ceivable that 
the government might be able to reduce the community’s at- 
tempts to save through progressive income and inheritance taxes, 
but there are several serious dangers attached to such a course, 
as we shall see. On the other hand, the possible effectiveness of 
government supplements to spending and investment is consider- 
able, in view of the fact that budget deficits arc often akin to 
private investment so far as multiplier effects are concerned. 

The previous description of the investment system (Chapter 10) 
showed that private investment depended primarily upon the rates 
of interest and the numerous factors that collectively determine 
the marginal efliciency of capital. Tax reductions and certain 
kinds of government spending may serve to raise the marginal 
efficiency of capital, while the general attitude of government 
toward private enterprise obviously influences the profit expecta- 
tions of businessmen. The level of interest rates can also be 
lowered by the government through having tlie central bank 
support the market for low-interest-oearing government securities, 
and buying them back wlien necessary with new bank credits. 

Our analysis of the interest system (Chapter 11) revealed that 
the level of interest rates would fall if the liquidity demand for 
money could be reduced or if the effective supply of money were 
increased. In this connection, the ability of the government to 
alter liquidity preferences within a short period of time is prob- 
ably slight. However, a liberal budget policy of lowering tax 
rates and increasing disbursements win create deficits, if carried 
far enough, and so in turn increase either demand deposits oi 
legal tender. 

Logically, the above list of remedial opportunities is relevant, 
not only to underemployment situations tliat are permanent, but 
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also to the mass unemployment that would occur temporarily 
and periodically if a regular business cycle existed. Theories of 
self-generating trade cycles, in which each phase grows out of an 
earlier one and in turn gives birth to the next swing or turning 
point, can be fitted into the general framework of income theory 
as developed here. They are special theories, in that an addi- 
tional explanation of their regenerative characteristics must be 
evolved. There may also be special government measures that 
would dampen the oscillations of business cycles without raising 
the average level of employment and income over time. None- 
tlicless, policies that may be presumed effective in countering 
permanent underemployment can generally be expected to lessen 
temporary underemployment. In the present chapter, rather 
than prejudge the existence or nonexistence of periodic business 
cycles, the argument will run in terms of alleviating more or less 
permanent underemployment through government action. 

The analysis of Parts II and III has shown that there are many 
factors affecting the flow of payments and the level of national 
income. Some of these factors are more, and some less, suscepti- 
ble to government influence. Probably none of them can be 
controlled precisely by the central government of a free enterprise 
economy. The government is really only half in the driver’s 
seat. While the government is pushing down on the accelerator, 
the public, which is the other driver, may be pushing down on 
1 1 C irake pedal. (,an the national government really accelerate 
or retard economic activity under these circumstances? 


Soaking the Rich 

Certain principles of modern income theory have been seized 
upon as an additional argument for comprehensive social security 
schemes and for progressive income and inheritance taxes. 

Inconm theory asserts that, other things etpial, full employment 
income IS prevented by the attempts of the public to save too large 
a Iraction of such an income. Why does the public save? 

idd e-income households save against a rainy day. High-income 
loiiseholds save because they cannot consume with enjoyment all 
that their incomes would permit. large corporations, which by 

allegedly reap large profits 
that they de iberately refuse to reinvest. These various savings 
could p^babl, be reduced. The motive that prompt houi 
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holds to save against such emergencies as iineniploynu nt, sicUness, 
or death might be removed if there were a comprehensive scl^enie 
of national health benefits, unemployment benefits, and so forth. 
The ability of rich firms and households to axe would be weak- 
ened if they were subjecied to high and pr(igv( j^sive rate income 
taxes. Estate and inheritance taxes c ould also operate to reduce 
income inequalities and hcrce ] ssen the proportion of national 
income annually saved Here, it seems, is a hap}>v chance to soak 
the rich, aid the distressed, anc’ inc r .ise employment and income. 

It is correct to surmise than if other things were to reniain 
equal, national income would be augmented by a diminution in 
the savings function. Rut other things might not always remain 
equal. In the present case, if private saving is reduced by income 
and inheritance taxes, private investment will also diminish, not 
to mention private consumer spending. 

If an extra billion dollars is exacted from well-to-do households, 
they will save less and consume less, the decline in each case being 
perhaps about half a billion dollars. Of the half billion dollars 
previously saved, nearly all may have proceeded into real invest- 
ment. It would therefore be essential that, to avoid a fall in 
national income, the government spend all its extra tax receipts. 

These necessary disbursements might take the form of pay- 
ments to the unemployed, sick, and aged. It would be oest for 
the employment effect if these security schemes were not real in- 
surance schemes and if ‘ covered’’ persons did not suffer payroll 
deductions and the like. Substantial income transfers between 
rich and poor would probably then result. 

However, when all these steps have been undertaken, what has 
been accomplished for employment? Private saving may be half 
a billion less and taxes a billion more, so that together they will 
be half a billion more. On the other hand, private investing will 
be about half a billion less and government spending about a 
billion more, so that together they will be half a billion higher. 
Each side of the equation that maintains a steady circuit of pay- 
ments — i.e., taxes plus private savuig equals private investment 
plus government spending — -has altered by the same amount. 
Under these assumptions there should be no acceleration in the 
flow of payments. 

The danger that private investment will be reduced by such a 
program is a very real one. Many corporations invest directly 
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from tJieir undistributed profits. People with wealth will prefer 
to hold more of their wealth in the form of money ratlier than in 
earning assets, if corporate and personal incomes are to be heavily 
taxed, especially when capital losses can only be paitially deducted. 
Their attempts to disinvcst and hold money instead will have trvo 
adverse consecpiences. An increased liquidity preference will 
raise the rate of interest and further weaken the inducement to 
invest, while failure to replace investment goods when they wear 
out will have a multiplied tendency to lower income. The sug- 
gestions examined here would redistribute national income but 
could very possibly render it smaller in the aggregate. 

Unbalancing the Budget 

Another scheme popular in some quarters, and one that holds 
more promise of elevating national income if properly conducted, 
is that of unbalancing the budget. Naturally this can be accom- 
plished without great delay in either of two ways. Government 
spending c an be increased or government tax rates can be lowered. 
Those ^vho incline toward less public and more private enterprise 
may favor the latter on political grounds. There may also be 
some economic grounds for preferring the expedient of tax cuts 
to spending hikes. Possibly a more important consideration 
relates, however, to the manner of covering the deficit. Should 
tlie government issue legal tender to cover the difference, borrow 
at low or /cro rates from the central bank and banking system, or 
attempt to tap some of the iinlent savings of the public at large by 
selling them bonds? 

Government Spending 

It may come as something of a surprise, but the federal gov- 
ernment may have some doubts and diffictilties in substantially 
and suddenly increasing its rate of disbursements. In general, 
there are three obvious ways in which it can inject new money 
into the circuit of payments. It can make gifts disguised by such 
names as bonuses, crop loans, and unemployment insurance. It 
can pay subsidies to firms in order to encourage them to produce 
more. Or it can underwrite public works projects. In actual 
fact the federal government might find it necessary, if it wished 
to increase its spending by very large amounts, to adopt all three 
methods. 
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Public Works, Public works can certainly be costly, and so get 
lid of government money, but there are relatively few such proj- 
ects that can escape disbarment on one or more of several counts. 

A gieat many conceivable public works projects would com 
pete witli private enterprise to such an extent that government 
investment would substantially replace pri\ ate investment. This 
would undoubtedly happen il the federal government ever re- 
ceived congiessional authority and funds to enter the steel or 
textile or coal industries as an operator. To a limited extent this 
probably occurred when the I eiuicssee Valley Authority under- 
took to generate electric pon cr in an area already served less gen- 
erously by a private utility company. On the other hand, when 
the government has invested to produce cheap electric energy, this 
has sometimes stimulated investment in privately-owned distribut- 
ing companies. 

Actually there are not many economic activities the government 
can prosecute without competing almost directly with private in- 
dustry. In the main, governments are limited to the construction, 
directly or indirectly, of highways, canals, river dams and bridges, 
airfields, public buildings, and national defense. During periods 
of international tension, large defense expenditures, paradoxical 
though this may seem, may increase national income by more 
than their cost. 

A large government construction program may indirectly re- 
duce private investment by lowering the marginal efficiency of 
capital. If the prices of building materials and the wages of 
construction labor are involuntarily bid up by the government, 
the cost of plant expansion and other private capital improvements 
will be raised. Ho^vever, in the special case of a severe depres- 
sion, it is unlikely that such a price effect would develop until 
substantial recovery had been made. And an increased national 
income may seem to promise larger receipts streams for private 
enterprise and so induce private investments. 

Of course, the mere fact that governments are undertaking 
public works may cause private enterprise to fear that, when the 
federal government has built, say, a post office at every cross- 
roads, it will invest in more, competitive ways such as public 
utility services, transportation, or urban housing. It is hard to 
know how nervous business managements and capitalistic house- 
holds really are. Undoubtedly some business groups cry “Wolf’ 
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too often and too soon; on the other hand, people who have never 
had the worries and fears of risking money in private production 
should not scoff too scornfully at these psychological factors. 

Another difficulty about public works projects is that they take 
time to plan and execute. For example, in building a large 
suspension bridge, engineers must design the structure, contracts 
must be let, and parcels of land may have to be acquired for 
government use before any significant injection of money ever 
occurs. Delays of this kind are particularly important in the case 
of a business-cycle depression. To some extent such time lags 
can be shortened by advance paper work. Governments might 
complete design and real estate preparations and then hold con- 
struction in abeyance until unemployment becomes serious. 

Finally, substantial public works only benefit the unemployed 
very indirectly and tardily, for the government’s first payments are 
to contractors or for materials and skilled labor. During periods 
of severe depression, it is the urban unskilled worker, the men and 
women who are usually near the margin of employment, whose 
plight is the most tirgent. Many public works projects are out in 
the country (for example, Hoover Dam) or require the specialized 
labor of masons, plumbers, electricians, and so on (for example, 
any public building). The unemployed and unskilled town 
worker will benefit only if and when the public works projects 
have caused a rise in national income and public spending. 

Here then is something of a dilemma. There are only a few 
public works projects that (1) are non-competitive with private 
enterprise, (2) can be quickly implemented, and (3) will benefit 
the unemployed urban worker. And yet the government wants 
to spend a lot of money and help the unemployed immediately. 
Hence, in practice, it is often driven into less and less productive 
public works. Bridge building may give way to leaf raking and 
even eventually to an unvarnished dole. 

It has often been asserted in the past that, so far as aggregate 
national output is concerned, it is better to have the government 
employ a man in only a semiproductive way than to have him com- 
pletely unemployed. Cutting trails in national parks, cataloguing 
books in public libraries, or building monuments by hand all add 
something to the real national income of the present and future. 
Hence it has been argued that, if necessary, a government should 
continue its public-works program during a depression, even after 
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all obviously useful projects have been completed, rather than 
leave men unemployed and so contributing absolutely nothing to 
national output. There would be considerable substance to this 
argument if the only alternative to semiproductive projects really 
were complete unemployment. Actually, as we shall see, there 
are other alternatives, such as subsidies and cuiting taxes, wtiich 
may provide both employment and additional aggregate out- 
put. 

Subsidies for Production, 1 he federal government, and state 
governments besides, might seek to inject additional money into 
the circuit of payments, contribute to national output, and provide 
local employment by subsidizing certain lines of private enter- 
prise. 

Housing is one kind of output that governments might sub- 
sidize. They might subsidize private owners, building contrac- 
tors, the producers of building materials, or even the occupants. 
There are pros and cons relating to each possibility. 

Let us suppose that a subsidy of $1,000 is made payable to the 
first owner of every new dwelling unit. Dwelling units would 
naturally have to be defined by minimum specifications and to 
include private apartments as well as houses. In this way, many 
entrepreneurial landlords with idle funds might be induced to 
risk them in housing investments, and the level of rents would 
presumably fall. The construction of owner-occupied homes 
would also be stimulated. The main disadvantage of such a 
scheme is that there would be no economic pur|)osc gained in 
paying a subsidy to the owners of existing dwelling units; hence 
they would probably be excluded from the scheme, and yet they 
would suffer a loss in the values of their buildings if a great deal 
of new construction did occur. 

There is, of course, far less danger of discriminating between 
the suppliers of old and new output in the case of subsidizing 
goods such as textiles and food, which are obviously less durable 
than houses. 

A new difficulty, then, is to know whether to subsidize all new 
output or simply additional new output. For example, if a dairy 
farmer last year produced 30,000 gallons of milk, and a subsidy of 
25^ a gallon is contemplated, should he be allowed this subsidy 
on all the current year’s output or only on his output in excess 
of 30,000 gallons. If the former plan is adopted, the farmer may 
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increase his output only slightly, thus providing little extra em- 
ployment directly, and yet pocket $7,500 gratis on the output he 
would have produced anyway. In the event that only extra out- 
put receives a subsidy, it must be realized that extra milk output 
from all dairy farmers will tend to reduce the price obtainable 
from buyers and consumers, so that the effect of the falling price 
is opposed to the effect of the per unit subsidy. Of course, if the 
subsidy is only to be paid on additional output, the government 
could afford a considerably larger subsidy per gallon. 

In gx,*neral, the government should subsidize those commodities 
for which the demand price falls slowly, and for which the unit 
production costs rise slowly, as output increases. When such 
commodities are subsidized, the increase in output resulting from 
a given unit subsidy will be comparatively great. Of course, in 
the case of commodities that are already taxed, the subsidy can 
take the form of eliminating the tax. 

Various objections can be leveled against even such a limited 
subsidy program. The prices that unsubsidized producers must 
pay for jjrodiu tive factors may be bid up by subsidized producers 
and this may adversely affect the marginal efficiency of capital of 
the former. 1 he base year outputs of established producers be- 
come more unsatisfactory as a means of computing subsidy allow- 
ances for extra output as time goes on. Since it is administra- 
tively and jiolitically feasible to subsidize only certain lines of 
production, the composition of the national output may become 
warped from what it would be if consumers were spending these 
subsidy funds for the articles they wanted most. Also, it is his- 
torically true that a subsidy, once allowed, can only be canceled 
with the greatest political difficulty; against this it should be 
pointed out that if it is permanent underemployment we wish to 
cure, sustained injections of money are essential, and that this is 
a reason for preferring subsidies to non-recurring public works 
projects. 

Direct Relief, A quick way to distribute additional money into 
the circuit of payments is for the federal government, without 
further ado, to start mailing out checks to everyone. However, 
many peo|)le are too conservative to stomach a general wallow in 
the public trough, and hence some eligibility standards must be 
set up. In the United States, the government makes payments 
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under certain circumstances for previous service in the armed 
forces, for old age, for unemployment, and so on. But obviously 
the federal government could be more generous. It might make 
monthly payments to heads of families for each living child — as 
in Canada today — or it might guarantee each adult a certain mini- 
mum annual income. 

Transfer payments such as these do not raise real national in- 
come directly. If aggregate national output does subsequently 
increase, it will probably be due to the chain of spending that 
follows the original receipts, and possibly to induced private in- 
vestment. Because the first payment by the government is a 
transfer payment, the value of the government spending multiplier 
will be less than otherwise. 

There can be little doubt that any program of widespread and 
generous transfer payments would reduce the eagerness of people 
to earn money and raise the minimum wage that unemployed 
workers would accept for available jobs. Hence, unless the wages 
employers would be willing to pay are already below legal minima, 
one effect of direct relief payments is to raise the cost of labor 
to firms and perhaps to lower the marginal efliciency of capital 
for private enterprise. Widespread direct relief would prob- 
ably weaken one of the major incentives to work which propels 
our economy. 

Reducing Taxes 

Every government can quickly unbalance its budget by drasti- 
cally reducing tax rates or eliminating certain impositions en- 
tirely. Administratively this is much simpler than devising public 
works projects and subsidy schemes. Moreover, business groups 
as well as workers and consumers may welcome such a progTam, 
so that politically it has certain merits also. 

In order to analyze this proposal, it is convenient to distinguish 
between income taxes, domestic excise taxes, and import duties. 

If income tax rates are cut, affected firms and households will 
have more disposable income. Undoubtedly they will save a 
fraction of this increment, but they will certainly spend part of it, 
and the recipients of this extra spending will engage in extra 
respending. Some of this extra private saving will probably be- 
come extra private investment. The inducement to invest has 
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been increased in three ways: the public will be spending more on 
consumer goods, private enterprise is now more willing and able 
to invest its extra savings, and interest rates may fall because of 
the larger stock of money now in the public’s hands. Eventu- 
ally, as national income rises, government tax receipts will in- 
crease, even though the tax rates remain at their reduced levels, 
until a new equilibrium is reached. At this new and higher na- 
tional income, intended private saving plus taxes will again equal 
intended jjrivatc investment plus government spending. 

A reduction in domestic excise taxes may increase output, 
profits, and other factor incomes, and lower prices to consumers. 
The output effect will be greatest in the case of commodities that 
are sensitive to price changes on both the demand side (that is, 
people buy them or not depending largely upon the prices 
demanded) and on the supply side (that is, firms expand and 
contract their output according to obtainable prices). Where an 
increase in the net pric c to suppliers evokes only a slight increment 
of output, the removal of a tax will give profits to producers, but 
not necessarily higher incomes to the factors they employ. A cut 
in an excise tax should raise the marginal efficiency of capital for 
producers selling the cxmimodity in ejuestion (who now obtain a 
larger gross icceipts stream) and for producers who buy it (who 
now have lower disbursement streams). A j)Ositive shift in the 
iiu ended invc*stment sc:hedule may result. 

On the other hand, a reduction in import duties will have a 
mixed effect. Firms that use the untaxed import will benefit, and 
they are more likely to invest, but domestic firms that are com- 
petitive suppliers of the imported good may disinvest. Where 
the United States impc:)scs high protective tariffs, over which only 
a trickle of imports flows, duty reductions may be of cpiestionablc 
value in raising national income. However, when most domestic 
uses are supplied from foreign sources, so that the tariff is pri- 
marily a means of raising revenue, duty reductions may raise na- 
tional income. 

A reduction in tax rates, whether on incomes or commodities, 
should not occasion a ccnitinuous budget deficit. After a while, 
as pointed out, there will presumably be a higher national income, 
which will yield almost the same tax proceeds as before. Mean- 
while government delicits will c^casion an increased national debt. 
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and presumably, if bank loans to the public are not contracted, 
an increase in the effective money supply. 

It is to be hoped that reducing taxes, like extra government 
spending, will supply a multiplicand upon which the investment 
multiplier can work. However, i educing taxes is unlike extra 
government spending in several respects. Reducing taxes is more 
likely to induce private investment than are public works. Re- 
ducing taxes is administratively simpler than subsidy plans. 
Reducing taxes should eventually result in the government's 
playing a smaller relative role in the national ec onomy. Reducing 
taxes is likely to be more universally acceptable, Lor such a pro- 
gram injures hardly anyone and scatters widespread benefits. 

The Government Expenditure Multiplier 

When deficit financing by government is under consideration, 
the value of the government expenditure multiplier, which oj)- 
erates when there is an autonomous increase in the government’s 
net spending, is crucial. It makes little difference in this case 
whether the government’s excess of disbursements over receipts 
is for current or capital account. It will be assumed that these 
extra net disbursements — whether due to increased spending or to 
tax cutting — are the multiplicand. They consist of funds that 
were previously either idle or nonexistent. 

When discussing the pure theory of the multiplier, we stated 
that the simple investment multiplier was equal to the reciprocal 
of one minus the marginal propensity to consume. In the United 
States this propensity has been variously estimated at around .80. 
Accordingly, the value of k is nominally about 5.0. However, for 
a number of reasons, the practical value of the government expend- 
iture multiplier in the United States is more likely to be 3.0 
or 2.0. 

First, the estimate of an 80 per cent marginal propensity to 
consume refers to the disposable income per cent that is not saved. 
In the United States, because of corporate and personal income 
taxes, disposable income is considerably less than national income; 
hence the marginal propensity to consui.ie, in relation to national 
income, is less than .8 and may be only .6. 

Second, as national incomes rises in the United States, the public 
spends more for everything, including imports, so tuat the money 
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claims of foreigners on Americans increase relative to those of 
Americans on foreigners. There is thus a leakage of money 
claims from domestic residents to foreign residents. The propen- 
sity of the American economy to import extra goods and services 
probably ranges from 5 to 10 per cent of extra national income. 
Hence the marginal propensity of United States residents to 
consume domestic goods, the propensity upon which the govern- 
ment expenditure multiplier depends, may range from .6 to .5. 

Third, the theoretical values previously given for the multi- 
plier referred to its final value, a value it would attain only after 
an infinitely long wait. Practical politicians cannot wait forever, 
and so it may be advisable to adopt some arbitrary waiting time, 
and cite the multi[)lier effect realized at the end of this time. If 
a congressional term of 2 years is accepted as a conventional wait- 
ing period for assessing the multiplier s value, and if the spending 
time lag is 4 months, how much extra national income will be 
occasioned each year by a single government injection of one 
dollar, assuming that the marginal propensity of the public to 
purchase domestic goods with extra gross receipts is .5? In the first 
year, out of the first injection of one dollar, in three successive 
respendings, there will be an extra 87 of consumer spending. 
The three resjDendings, in the second year, of what remains from 
this initial dollar, will augment consumer spending by lli/^^ 
in the second year. However, if the federal government in jected 
an extra dollar each year, say on January 1st of 1950 and 1951, 
the total increment in national income by December 31st of 
these same years would be 87i/^^ and 98^^ respectively. How- 
ever this supposes that the injected dollar was a gift, and con- 
tributed nothing itself to national income, which explains why it 
has not been counted. If, in fact, the injected dollar was spent 
each year for real goods and services, then the additions to national 
income would be $1,871/4 and $1.98^ at the end of the first and 
second years respectively. 

All the above assertions presuppose that the extra government 
spending does not partially replace other spending by govern- 
ments, firms, or households, and hence is a net autonomous in- 
crease in spending for the economy. A hundred dollars of gov- 
ernment unemployment relief will not give us a multiplicand of 
one hundred dollars if private charities, relatives, or the distressed 
families themselves would have spent some money they now do 
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not spend. A more important danger is that government spend- 
ing for public works of a competitive kind will cause a decrease in 
private investment. 

It appears that the simple government expenditure multiplier 
is considerably less than the simple investment multiplier of pure 
theory. Therefore the federal government, as a matter of prac- 
tical necessity, would liave to rely heavily upuii the supplementary 
effects of autonomous and indiu ed private investment Reducing 
taxes rather than increasing government spending may possibly 
not only encourage more prixaic iiuestmcnt at each national in- 
come level, but also-induce larger increments in private investment 
as national income rises, and so may prove superior. 

Financing Government Deficits 

It has been asserted above that a government budget deficit is 
very much akin in its income effects to an increase in private 
investment. This assertion was predicated upon the assumption 
that the deficit money — if we may so call the excess of government 
sj:)ending over receipts — is money that was not previously avail- 
able to the public for spending. It is new money, in the sense 
either that the government has recently created it or that the 
government has recently decided to dishoard it. How expan- 
sionary this deficit money proves to be will depend in part upon 
from where it originally came. In general, the government can 
obtain funds to cover a budget deficit in the following ways, listed 
according to tlieir increasingly expansionary effect in normal times: 

Sell securities 
to the |Hiblic 
to the commercial banks 
to the ceatral bank 
bearing interest 
interesi-frcc 
Print currency 

It is possible that during a depression the public may hold idle 
balances that it will place in governi lenf securities but in nothing 
else. In this case government bon owing from the public and 
immediate spending of the proceeds rrill increase the economy s 
effective demand for goods and services. Iloweve'", one cannot 
count on this possibility. It seems more probable that part of 
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the public’s lending to the government will be in lieu of other 
uses for its money. Also, if the public belie\'es that interest rates 
may rise within the next few years, a development that could lower 
the market value of its government securities, it will not invest its 
idle funds in this way. 

Commercial banks may have excess reserves during periods of 
unemployment, in which case their purchase of government se- 
curities will not displace other lending to firms and households. 
If the banks see no promise of an imminent improvement in busi- 
ness conditions, they will probably prefer obtaining a low rate 
of return on government bonds to obtaining no return at all. 
Their willingness to lend to the government will naturally be 
increased if they believe that the central bank will support the 
market for government securities when interest rates subsequently 
rise along with economic activity. But if the government’s policy 
of unbalancing the budget is successful, and employment and 
income rise appreciably, the commercial banks will probably be 
unwilling either to relend the proceeds of maturing securities or 
to lend additional funds to cover present and future budget 
deficits. 

Accordingly the Treasury will probably, sooner or later, resort 
to borrowing from the central bank. In the United States, the 
Federal Reserve Banks, as we have seen in Part II, are not re- 
stricted by the clearing house drain or the currency drain, and 
excess reserves for them cither exist or can readily be created. 
Moreover the United States’ central banks need not concern them- 
selves, at least nowadays, with the international drain that logically 
could develop when the American people use some of their new 
money receipts to import goods and services. Foreigners who 
receive dollar claims do not try to cash in these claims for gold or 
other national currencies but respend them rather promptly in 
the United States market. 

The Board of Governors of the Federal Reserve System, through 
the Federal Open Market Committee, can instruct the Federal 
Reserve Banks to purchase government securities. In the past, 
these securities have always been interest-bearing, but it has been 
argued that some of them might be interest-free in the future. 
Free lending by the Federal Reserve Banks would probably not 
reduce their financial ability to make other earning loans. The 
purpose of the government borrowing is to promote national 
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prosperity, which in turn increases the number and attractiveness 
of loan applications to banks. Also, the payment of interest by 
taxpayers could be deflationary, since the excess reserves of 
member banks are reduced when taxpayers’ checks on them are 
deposited in federal Reserve Banks by the Treasury for collection. 

Alternatively, the Treasury might simply print greenbacks, 
deposit them in the Pcderal Reserve Banks, and so add to its 
checking accounts. It would tl;en issue checks to contractors, 
veterans, and so on, who would deposit them in member banks, 
thus increasing the latter’s exc ess icserves. I lie economic con- 
sequences of printing greenbacks or compelling the Reserve Banks 
to purchase interest-free government securities is essentially the 
same. 

It might appear to some people that printing money is prefer- 
able to selling bonds, because the latter increases the national 
debt, but this is not so. Actually the national debt is a rather 
light burden upon the American people as a whole, for foreign 
lenders have made few net purchases of United States government 
securities. It is true that, nominally at least, one group of Ameri- 
cans (i.e., taxpayers to tlie United States government) are placed 
in debt to another group (i.e., holders of United States securities), 
but the lirst will probably never be called upon to discharge more 
than a small portion of this indebtedness. When currentb/ held 
securities mature, they can often be replaced by the sale of new 
securities to the Federal Reserve Banks or to voluntary lenders. 

During a deep depression it may make little difference which 
methcxl the government uses to finance its budget deficits. How- 
ever, as general business conditions improve and employment 
becomes fuller, further increases in national spending may drive 
prices up rather than expand production. The Treasury now 
has a choice to make when financing its continuing but shrinking 
annual deficits. If it borrows from the Federal Reserve, it will 
be adding to the money supply and so pouring fuel on the infla- 
tionary fire. If it attempts to borrow from voluntary lenders, 
such as the public and the commercial banks, it will not be increas- 
ing the money supply, its spending will tend to displace other 
public spending, and it will have to pay higher interest rates. If 
the United States government feels that prices are rising too 
rapidly, and that full employment has been almost attained, it 
should probably solicit voluntary loans to avoid further inflation. 
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Statements for Consideration 

1. A government can do relatively little about i educing the com- 
munity’s liquidity preferences. Discuss 

2. A policy of soaking the rich through progressive taxes and giving 

the proceeds to the poor as ^‘free benefits, may do little to spcecl 
and exp'^nd the circuit of payments. Evaluate 

.S. Upon examination, a great many potential public works arc seen 
as rather meager contributors to increased emj)loyment and 
income, although some of them may be ejuite cosily. Evaluate 

4. The unskilled urban worker receives only the most indirect em- 
ployment benefits from public works. Discuss 

5. Government subsidy plans may reduce the marginal efficiency of 

capital expectations of unsubsidized producers. Explain 

f). A reduction in income taxes, unaccompanied by a reduction in 
government spending, might raise income and employment. 

Explain 

7. There are several reasons why reducing taxes may be the best way 

for a central government to inject additional money into the 
economy and so “invest.” Explain 

8. Ihc simple investment multiplier of theory and the government 
spending multiplier of practice may differ in magnitude. Discuss 

9. In view of the possibly low value of any actual government spend- 
ing multiplier, no government can dispense with the supplemen- 
tary income and employment props of private investment. Discuss 

10. It makes little difference to income and prices whether the govern- 
ment ac(juircs its “deficit money” from private lenders or by 
]jrinting greenbacks. Evaluate 
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14 

Money, Income, and Prices 


In attemptinc; to stimulate employment and income, a national 
government, if successful in increasing effective demand, will 
eventually have to decide how great a rise in the price level is 
justilied by a given increase in employment. For example, if the 
government jnishes on with its program of deficit financing, the 
time may come when this is expected to increase employment only 
one per cent wliile raising prices ten per cent. In explaining how 
a national government may find itself confronted with this 
dilemma we can unite some of the ideas of monetary, income, and 
price theory, and so connect Parts II, III, and IV. 

Effective Demand 

'l'l\e immediate object of unbalancing the budget is to increase 
effective demand. Effective demand is not merely the desire of 
(irms and households to have better real capital or more consumer 
goods respectively. In periods of depression, goods still have use 
value but the public is either unable or unwilling to spend money 
lor them. Hence, for there to be an increase in effective demand, 
one or both of the following must occur. The public must either 
come to want goods more urgently (and have the financial means 
to purchase them) or come to have more money to spend (and 
have previously been prevented from buying for lack of funds). 

firms may want more capital goods for various reasons. Fixed 
capital, which previously constituted excess capacity, may finally 
have depreciated to a point where it must be replaced, in which 
case firms may enter the market. They may decide to make net 
investments in fixed capital because their expectations concern- 
ing future sales volume have become more optimistic. If ma- 
terials prices seem to have reached bottom, they may fill their 
materials inventories. Or perhaps their new eagerness to invest 
has been prompted by a fall in interest rates. In none of these 
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examples would firms spend more simply because they came to 
hold larger bank balances. 

On the other hand, the major limitation on household spending 
is usually lack of funds. During a depression, households do not 
refrain from spending because they do not want things. And 
when households do come to increase their spending, it is not 
because they have suddenly come to want houses and clothes and 
automobiles more urgently, but because they now have the fi- 
nancial wherewithal. 

Here, then, is something of a contrast. Firms do not spend 
in a depression because they do not want goods so badly, and 
not because they lack the means. Households do not spend in 
a depression because they lack funds, and not because they do not 
want goods. Naturally this distinction does not hold in all cases, 
but it is probably valid more often than not. 

Money Stock and Effective Demand 

To what extent will an increase in the means of payment, 
achieved perhaps through deficit financing, increase the effective 
demand of the original recipients? Of course, once the multiplier 
has gone into operation, the increase in effective demand over a 
whole year may considerably exceed the increment in money 
stock, but that is another matter. The present question concerns 
the willingness of recipients of new disposable funds to respend 
them. 

When firms succeed in accumulating money balances during 
a depression, they are more likely to place these funds in passive 
(M2) balances than in active (Mi) balances. The reverse will 
tend to be true of households. Who comes to hold newly created 
money determines the velocity of money and the relative increase 
in effective demand. 

If firms place all additional money holdings in M2 balancv-s, 
which have zero velocity, the over-all velocity of the national 
money stock will tend to fall. If households place all additional 
money holdings in Mi balances, which have a positive velocity, 
the over-all velocity of the national moujy stock will tend to rise. 
What happens to money velocity and effective demand will depend 
in large measure upon whether an increased national money 
stock comes to be held in passive or active balances ar.d whether by 
firms or households. If the percentage share of households in 
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the national money stock is greater than before, the velocity of 
money will probably be greater, and effective demand will prob‘ 
ably increase by a greater proportion than has the national money 
sto( k. 

In Chapter G the equation of exchange was defined as 


PT = M.F 


dlie product P-T in this equation is a reflection of effective de- 
mand, rising as effective demand rises, and vice versa. The M 
ol this c(juation can l^e broken down into active balances (Mi) 
and j)assive balances {Mo)^ The velocity of the Mi balances may 
be denoted by Vi. Hence we can redefine the equation of ex- 
change as 


P-T = 

The second term on the right-hand side can be disregarded because 
F-2, the velocity of M2, is always zero. Any increase in Mi will 
probal)ly increase effective demand. Such an increase might come 
about by a shift of the existing money stock from passive to active 
balances or by an increase in the national money stock that does 
not ac( rue entirely to passive balances. 

However, while increases in Mi will increase effective demand 
directly, [)arving an equal proportionate fall in Fi, additions to 
M* may indirectly increase effective demand. Passive balances 
arc held in response to the speculative motive. If more money 
becomes available to satisfy this demand, and if the liquidity 
demand does not increase, the rate of interest will fall. A fall 
in the rate of interest may eventually stimulate private investment, 
"rims national income will probably rise, as also will effective 
demand and P l\ so that either the active balances must become 
enlarged or their velocity must increase. If this leads to M2’s 
being drained off into Mi, the rate of interest may rise in order to 
eejuate the smaller with the enlarged demand for passive 
balances, in which case the rate of income increase may be slowed. 

The Influence of Supply on Prices 

An increase in effective demand, which is reflected in an increase 
in P'T, can take the form of either higher prices or more trans- 
actions. The deciding factor is what happens to supply. There 
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is probably a tendency, as expansion proceeds, for effective demand 
to affect T less and P more. 

When buyers are spending more money and effective demand 
has increased, the public will either buy more at present prices 
or buy present quantities at higher prices. Naturally it would 
prefer to do the former. However, prices may e\ entually increase 
compared with output, owing, among other things, to: 

(1) rising labor costs 

(2) diminishing returns in the short run 

(3) temporary bottlenecks 

(4) monopoly 

(5) full employment. 

Rising Labor Costs 

As economic activity increases, labor costs are likely to rise, 
either because wage rates per hour or by the piece are higher, 
because workers individually work less hard, or because poorer 
workers are given jobs. 

The power of workers to bargain over wages improves as busi- 
ness picks up. Employers are anxious to employ additional men 
because demand has improved. Employers of organized labor 
are particularly anxious to avoid a strike during a period of active 
and profitable demand for their output. Large corporations that 
are before the public’s eye may even be able to use a wage rate 
increase as an excuse for raising product prices. The employers 
of unorganized labor find, as unemployment decreases and the 
first twinges of a manpower shortage come to be felt, that they are 
increasingly compelled to pay union wage rates. 

The productivity of individual workers, particularly of un- 
organized workers who have no seniority rights or union to enforce 
them, declines as their fear of tlie “sack” diminishes. If they are 
“fired,” they now have a better chance of obtaining another job. 
And the employer knows that he will have more difficulty in 
obtaining better men. Hence workers tend to “let up” and ac- 
complish less work, so that employers’ unit costs of production tend 
to rise. 

As economic expansion proceeds, employers take on additional 
workers, but these workers are likely to be inferior. Employers 
would like to pay these new and poorer workers a lower wage. 
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but this is usually impracticable. So here again firms find them- 
selves paying the same wage for less work and experiencing rising 
unit costs. 

Diminishing Returns in the Short Run 

A firm is said to be operating in the short run if, during the 
period for which plans are being made by the management, there 
is insLiflicient time to alter the fixed capital appreciably. While 
the maximum physical capacity of a given jjlant may be somewhat 
uncertain, it is very clear that, after some rate of output is ex- 
ceeded, furtlier attempts to increase output by running three 
shifts, working more people on all shifts, operating machinery 
without stopping for maintenance and overhaul, and so forth, 
will increase expenses proportionately more than output. Unit 
costs of production will then rise. 

Temporary Bottlenecks 

The costs of one producer may rise when he is forced to delay 
production or improvise expensive substitutes because some in- 
gredient or component of his output is in short supply or unavail- 
able. Thus a shortage of platinum may retard the production of 
ignition distributors and hence cause automobile manufacturers 
to slow down their assembly lines — without, however, reducing 
their considerable overhead costs. Or refrigerator manufacturers 
may have to curtail production despite many other expensive com- 
mitments because of a shortage of electric motors. Manufacturers, 
finding themselves short of a critical good, naturally offer high 
prices to obtain supplies. Hence the prices of bottleneck goods 
rise rapidly and many of these prices enter into the cost of other 
goods. 

Monopoly 

In most trades and industries, rival producers compete to supply 
an active demand. Each firm feels that, if it does not at once 
obtain a share of the existing demand, it will suffer. It fears that 
rival firms may secure a permanently increased share of the trade 
if once they obtain a superior sales volume. 

These spurs to immediate expansion of output do not apply so 
sharply in the case of goods produced by a single firm (a monopoly) 
or by a small group of firms (an oligopoly) that are not in very 
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serious competition. If control of supply is secure and other 
firms cannot break into the industry for lack of patents or some 
other reason, tlie monopoly or oligopoly, as the case may be, will 
be moie likely to raise prices than to expand output. 

The reasoning behind this restrictive policy is usually plain. 
Buyers, despite their eagerness to purchase a monopoly good, 
cannot resort to alternative sources of supply. If buyers do not 
purchase at this year’s high prices, they may simply be forced to 
return next year when their need is gi eater. There seems little 
profit in expanding capacity today iu order to be burdened with 
excess capacity tomorrow. Firms that enjoy a measure of monop- 
oly power can afford to take a longer view than competitive rivals 
They raise prices rather than scramble after business when demand 
is active. 

Full Employment 

Eventually, after a long period of increasing economic activity, 
there may be no idle resources remaining. Most plants may be 
operating at or near capacity. All healthy adults who want to 
work may be employed. One firm can then only secure more 
workers by hiring them away from another firm. More steel can 
then only be obtained to build automobiles by diverting it from 
refrigerators, and so on. All temporary bottlenecks have by now 
been broken by developing new sources of supply. The remain- 
ing limitation is the size of the bottle itself. If and when a state 
of full employment is reached, any further increase in effective 
demand can only raise prices and cannot increase output. 

What’s Wrong with Spiraling Prices? 

The foregoing discussion has implied that a substantial and 
seemingly continual rise in price levels, even although coupled 
with full employment, may not be altogether desirable. 

One reason why this is so is that a permanent shift in the price 
level is socially unjust. As already mentioned, rising prices bene- 
fit debtors at the expense of creditors, and conversely. Some 
people have little sympathy for creditois, conceiving them to con- 
sist of a few wealthy men, but actually their ranks include all 
bondholders, life insurance policy holders, and savings deposit 
holders, besides many other persons of modest means. 

An economic reason for fearing a state of full employment in 
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conjunction with an increasing supply of inflationary money is 
that tJie price system will then be unable to function as satisfac- 
torily as usual. Prices are traffic lights that guide goods and 
services into their appropriate employments. Relative price in- 
creases promote extra production and more economical use of 
goods that are in short supply. The price system can perform 
these functions more effectively if some prices are falling, if some 
kinds of output are declining, if some workers are being forced 
out of expiring firms, and if less capable entrepreneurs are on their 
way out. 

It is probably very hard for any government to arrange the 
economic environment so that resources are both fully employed 
(Did properly allocated. Too much of one kind of economic ef- 
ficiency may mean too little of the other. Here indeed is a need 
for the exercise of economic judgment free from the myopia of 
special interest pressures. 

Statements for Consideration 

1. Ellectivc demand of firms and effective demand of households 
are limited by the same considerations during a depression. 

Evaluate 

2. Wild her an increase in the national money slock will stimulate 
income and employment rather than raise prices depends upon 
whether firms or households come to Iiold the new money. 

Explain 

3. During a business upswing the percentage distribution of the 

national money stock between passive and active balances normally 
remains unchanged. Evaluate 

•1. Increases in M., balances during a depression may mdirectly increase 
effective dc'mand. Explain 

5. Labor costs remain relatively unchanged from depression to pros- 
perity. Evaluate 

f). An increase in effective demand will increase output rather than 
jniees. Evaluate 

7. Full employment may lead to another kind of economic inefficiency. 

Explain 
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Price Theory 
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Price Theory Introduction 


It is sometimes said that income iheorv is a study in macro- 
economics and price theory a study in microeconomics. Income 
theory deals with large aggregates relating to the entire economy 
(for example, the national product), but price theory deals with 
the operations of a single firm (for example, its own output). 
However, a free enterprise economy is made up of independently 
operating firms; and so, just as more can be learned about a forest 
by examining its trees, so can a study of firms help to explain a 
whole nation at work. It is now time to put down the telescope 
through which we have been viewing the economy in general, 
and reach instead for a microscope with which to observe particu- 
lar markets, commodities, and producers. 

Economic Significance of Price Theory 

In the last Part we were concerned with the over-all volume of 
resource employment, but in this Part we will be concerned with 
the ways in which employed resources are used. Whereas income 
theory is concerned with the value of the national product, price 
theory is concerned with the relative quantities of different sorts 
of goods produced. Whereas income theory is concerned with 
total consumption, price theory is concerned with the ways in 
which an individual household spends its money. In price theory 
it is more or less assumed that aggregate national output, re- 
source employment, and personal income are all constant, whereas 
in income theory these are the principal variables. 

Price theory stipplies the tools to test a particular kind of 
economic efficiency. In each economy, there are numerous house- 
holds, with certain needs and desires, and there is a certain 
quantity of land, labor, and capital to satisfy these wants. In 
practice, these demands of households somehow become meshed 
with these supplies of resources, and a national income, comprising 
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some particular assortment of goods and services, comes to be 
produced. However, the particular assortment of goods and 
services that actually results may not be the best which is possible. 
Some other allocation of resources and composition of output 
might be better, in the sense that it might provide more satisfaction 
with the same employment, or perhaps the same satisfaction with 
less employment. 

Superficially it may often seem that the central aim of price 
theory is to explain the relative excliange values of different goods 
and services. For example, why does a bushel of wheat sell at 
52.50 and a pound of wool at $1.00, so that a bushel of wheat can 
command 2.5 pounds of wool in exchange? However, the real 
significance of price theory is that, in explaining these relative 
values, it shows how the differing abilities of the economy to pro- 
duce wheat and wool come to be reconciled with the varying de- 
sires of households for them. 

Role of the Firm 

In a free enterprise economy the reconciling of households* 
demands for consumer goods and the economy’s supplies of pro- 
ductive resources is indirectly and unconsciously performed by 
millions of separate producing units. Such producing units, 
Avhether legally organized as proprietorships, partnerships, or cor- 
porations, and whether engaged in agriculture, manufacturing, or 
any other industry, will hereafter be called firms. Millions of 
firms, in attempting to maximize their profits, incidentally deter- 
mine the allocation of resources, the composition of the national 
output, and tlie character of household consumption. 

Fach firm has an input side on which it buys goods and services 
and an output side on which it sells goods and services. Every 
firm employs labor, needs capital funds, and uses natural resources 
directly or indirectly, besides reprocessing intermediate goods 
or wearing out capital goods. Every firm has an output of either 
producer or consumer goods. Even the firms that only make 
producer goods are indirectly making consumer goods, because 
the demand for producer goods is derived from the demand for 
consumer goods. Hence, directly or indirectly, every firm is em- 
ploying the economy’s resources to satisfy the desires of consuming 
households. 

No firm buys inputs of resources and sells outputs of goods in 



PRICE THEORY INTRODUCTION 213 

a haphazard and undirected manner. Each firm is conducted with 
some aim in view. Price theory assumes that the objective of each 
firm is profits and that every firm is managed competently. In 
o tiler woids, it is supposed that the actions, and especially the 
output decisions of each and every firm, are calculated to maximize 
profits. Of course, in the real world, some managers may prefer 
power or social approval to profits, and the uianagements of all 
firms will occasionally make mist ;kes. Nevertheless, price theory 
does not attempt to cope with tuese aberrations and lapses, and 
liow could it? 


Three Product Types 

The way in which the prices and outputs of different g(X)ds and 
services come to he determined depends in part upon their char- 
acteristics. 

The character of some goods is almost preordained and the sup- 
plier or producer cannot significant] v modify their essential 
character. Examples are iron ore, crude oil, salmon, potatoes, 
milk, logs, cotton, and eggs. All these goods are either extracted 
directly from our natural endowment or result from biological 
processes over which the so-called producer has little control. It 
is perfectly true, of course, that these goods are usually graded, 
but sorting after the event is not the same as prescribing before- 
hand. For example, eggs can be graded for size, but the hen 
cannot be adjusted to drop cubic eggs containing three green 
yolks! Admittedly, a farmer can decide whether to grow turnips 
or potatoes, but the characteristics of each crop are largely prede- 
termined by nature. We shall call goods of this kind “natural 
goods.” 

A firm that produces natural goods must decide which of sev- 
eral alternative and predetermined kinds of goods it wishes to 
produce. After this election has been made, the range of discre- 
tion is rather limited. It can decide how much to produce and 
it can take pains to see that there is no waste of inputs. However, 
it cannot decide at what price to sell, for this is determined by the 
market, but only whether to accept or inject the prevailing price. 
It cannot advertise, or otherwise promote the sale of its own out- 
put, because its production cannot be told apart from that of 
rivals; for example. Farmer Jones cannot profitaoly advertise 
Jones Wheat because, grade for grade, no buyer will be able to 
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distinguish it and nobody will believe it to be different. Nor 
can a firm that produces and sells natural goods alter their essential 
character. 

“Fabricated goods” are in many ways the opposite of “natural 
goods.” Tlie performance characteristics ot fabricated goods can 
in large measure be prescribed. Steel products can be made so 
that they are flat or round, hard or soft surfaced, brittle or bend- 
able, and so foriJi. A pen can be made with a nib or a ball point, 
to write thick or thin, and be given a variety of shapes and colors. 
Numerous otlicr examples come readily to mind. 

Producers of hibricated goods must determine the character of 
their output in advance. A farmer can produce milk or eggs 
just by fccdiiifr cows or liens, but no firm will just produce some- 
thing culled steel or pens. There is always conscious and delib- 
erate product design in the making of fabricated goods. 

Fabricated goods can be subclassilied as “specification commodi- 
ties” or “differentiated products.” 

A firm that makes fabricated goods must decide whether to 
make an output that will meet certain standard specifications or 
an output different from that of any other producer. A firm that 
operates a sawmill cuts its logs into certain standard shapes (for 
example, 2" X 4"), and so lumber tends to be a specification com- 
modity. On the other hand an automobile producer, in deter- 
mining body contours and colors, engine and chassis, and so forth, 
makes a motor car that is a differentiated product. 

The above distinction is an important one. Producers of 
s])e(:ification gocKls subject themselves to a measure of competi- 
tion Iroin other producers who make goods to meet the same 
s|)ecifications. Producers of differentiated products arc in some 
measure able to ac([uirc a limited monopoly and so a shelter from 
the full blast of commercial rivalry. Moreover, because dif- 
lerentiated j)roducts bear special brand namt'S, it is practicable 
to promote them by advertising and other means. Promotion, for 
otlier producers, is largely an unnecessary and unknown field. 

Fhe makers of specification goods cannot easily charge prices 
that are different, grade by grade, from those of rival producers 
located in the same market. A higher price will stop all sales 
and a lower price will cither result in retaliatory price cuts or 
bring more orders than can possibly be filled. Hence specifica- 
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tion goods markets usually have a single price for each grade. 
Such a common price may be due to the ordinary a( tion of pure 
competition, price leadcnliip, or conventional pricvig. A good 
example of such a situation is afforded by th(! basic steel industry. 

Pirms producing goods that have been ddlncniiated, eitlier 
physically through product design or psychologically by means of 
advertising, can set their own inrH\ idual and distinct prices. A 
Ford does not have to sell at cxacoy the same price .is a Plymouth 
or Chevrolet, because these rival makes irc not physically identical, 
and hence a modest price difle ..ntial is jxKssible. When most 
buyers have brand piclerences. there is likely to be some inde- 
pendent pricing by producers, but rt is seldom possibh completely 
to ignore rivals’ prices cither. 

Incidentally, some goods are ‘natural goods” at the time of their 
original production, and yet they are “differentiated products” at 
the time of sale. Milk is a natural good, since it comes from the 
cow, but tlie housewife receives it as a branded product in a 
labeled bottle or carton. Oranges and almonds are branded on 
their way from the orchard to the kitchen. A great deal of mod- 
ern merchandising, in fact, consists of buying natural products 
and then packaging them in some special way so that they can be 
sold as differentiated products. 

The distinction between natural goods, specification products, 
and differentiated products is important for several reasons. One 
reason is that the ways in which rival producers compete is related 
to the kind of products they are selling or buying. Another rea- 
son is that too many of the economy’s resources may be devoted 
to differentiation. 

In general, rival producers are able to comj:)ete on the basis of 
price, promotion, or product quality, or some combination of 
these three. Firms that supply natural goods (for example, 
apple growers) arc normally limited to a very narrow kind of 
price competition; they can either sell at the prevailing market 
price or not, as they choose. Firms that sell specification goods 
(for example, cement) do not usually compete in price but they 
may employ salesmen and do a little advertising. Firms that sell 
differentiated products may conapete on ail three fronts (for ex- 
ample, manufacturers of television sets), but this is not always the 
case (for example, cigarette makers). 
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Degrees of Competition 

The man on the street often uses the terms “monopoly” and 
“competition” and probably imagines he knows what these 
treaciierous words mean. The economist has only been able to 
make reasonably sure by distinguishing and defining many degrees 
and kinds of monopoly and competition. Even at the present 
time, despite improvements in terminology, the economist must 
pi( k his way carefully among these slippery concepts. 

One of the oldest concepts of price theory is that of pure com- 
petition. The essential features of pure competition are that 
there is no product differentiation and that a homogeneous good is 
bought and sold by so many buyers and sellers that none of them 
take into account any of the ways in which they might be able 
to influence its price. Most natural goods, and some specification 
goods, are sold in purely competitive markets. 

Monopoly has traditionally been looked upon as the opposite 
extreme of pure competition. Monopoly in Greek means a single 
seller. A single seller, liowever, of what? If one wants to split 
hairs, the Radio Corporation of America is the only producer of 
RCA radios and phonographs for instance, but that is not what 
is meant. A firm is a monopolist only if it is the sole seller of 
sonle widely conceived type of product. A radio seller, in order 
to be a monojiolist, would have to be the only seller of radio sets. 
Even such a monopolist would experience some fringe competition 
from movies and television, but this is usually ignored. In the 
past there have been few complete monopolies in the case of 
natural goods, specification products, or differentiated products. 

Monopsony is a recently coined term to describe a situation in 
which there is a single buyer but many sellers. The United States 
is a monopsonist in the case of newly mined gold. National gov- 
ernments are also monopsonists in wartime as regards combat 
weapons. Some employers in small towns are monopsonists in 
the hiring of labor. 

Actually a great many employers’ associations are almost in the 
position of monopsonists and many of the unions with which they 
negotiate are in the position of monopolists. In the case of in- 
dustry-wide collective bargaining this is especially likely to be 
true. When such situations arise, the resultant wage agreement 
is theoretically indeterminate and the outcome may lie anywhere 
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between the wage rates that would arise if there were only a 
monopolistic labor union or only a monopsonistic employers’ 
association. Another term for this special circumstance is bilateral 
monopoly. 

Market situations are occasionally encountered in which there 
are only two sellers but many buyers (“duopoly”) or many sellers 
but only two buyers (“duosony”). The pi ice and quantity out- 
come in such cases depends upon tlie special retaliatory behavior 
patterns that may prevail between the two rivals. This branch 
of economic theory is rather fruitless, without the mathematical 
insight of modern “game theory,” and so will be disregarded. 

In the modern world a very large number of market situation^, 
perhaps a majority of them, exemplify what the economist calls 
monopolistic competition. Monopolistic competition, as the name 
implies, refers to any situation in which there are elements of both 
monopoly and competition. General Motors has a monopoly in 
the sale of Cadillacs, Buicks, Chevrolets, and other cars, but it 
must face the competition of other automobile manufacturers. 
Joe’s Giant Hamburgers must face the competition of other ham- 
burgers, but they alone arc sold at Joe’s stand and served up by 
Joe himself. Usually this mixture of competition and monopoly 
depends in part upon product differentiation by each seller, but 
it may also result From the fact that there are only a few sellers. 
If there are only a few sellers, each one of them will realize that 
the number of units he can sell will depend upon the price he 
charges. Within the field of monopolistic competition it is cus 
tomary to distinguish between polypoly and oligopoly. 

In the case of polypoly, there are not so many sellers that they 
disregard their possible influence on price; actually, these sellers 
do not accept a market price but determine their own. However, 
there are enough sellers in competition so that no one seller, in 
determining his price, or his promotion, or his product quality, 
bothers to consider whether his own action will compel his rivals 
to alter their price, promotion, and product determinations. The 
restaurants of a large city are usually in a state of polypoly, for 
example. 

Oligopoly, in contrast to polypoly, refers to situations in which 
there are a few sellers in such close competition that, in determin- 
ing their respective prices, product specifications, and promotional 
efforts, each tries to take into account the possible reactions its 
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decisions will have upon its immediate rivals. For instance, A 
may not cut his price because he fears that this will cause B to 
cut his price too, thus nullifying much of the quantity effect of 
A's price cut. In some respects oligopoly is like a poker game. 

Oligopoly is extremely prevalent througliout the American 
economy and most other industrial nations. In various parts of 
the United States there is an oligopolistic situation in the case of 
cigarettes, steel, cement, automobile tires, and gasoline, to mention 
a lew outstanding cases. Even in small towns one often finds an 
olig(>|)oly situation among the three or four local movie houses, 
laundries, and groceries. 

In view of all these real and pseudo-Grecian terms, it might be 
helpful to summari/e some of these distinct market situations, as 
follows: 

1. jMofiojjoly. Single seller who sets own price independently. 
1 .arge number of unorgani/ed buyers. May sell natural, specifi- 
cation, or differentiated product. 

2. Monojjsony, Single buyer who sets own purchase price in- 
dependently. Large number of unorganized sellers. 

•k Bilateral Monopoly, Monopolist confronted by a monopsonist. 
Each side of the market negotiating as a single party. Price 
result unpredictable. 

1. Monopolistic Competition, Combines elements of monopoly 
and (ompetition. Monopoly elements come from fewness of 
sellers and or differentiation of product. Sellers determine 
their own |)ri( es. Sellers sometimes engage in quality and sell- 
ing competition also. Includes cases of oligopoly and polypoly. 
5. Oliiropoly, Each seller, whether or not his output is differen- 
tiated, considers rivals' reactions to his own price, product, or 
promotion dec isions. 

(i. Bolxpoly, Enough sellers for each to disregard possible reac- 
tions of rivals. Produc t always differentiated. 

7. Bure Competition, Sellers and buyers accept market price, 
rhe actions or possible reactions of other buyers and sellers 
ignored. F.xcl tides case of differentiated products. 

In the case of pure competition, when there are many sellers 
c)l natural or specilication goods, it is possible to group the numer- 
ous prcxlucers of a homogeneous good into an industry. It is for 
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this reason that so much competitive price theory has traditionally 
emphasized industry analysis. The entire economy could be 
subdivided into industries if there were always many buyers and 
sellers and never any differentiated prcKlucts. On the other hand, 
monopolistic competition logically destroys the* concept of au 
industrial group, at least for most analytical purposes. Which 
firms are inside or outside a particular industry may be prob- 
lematical when each is producing a different good that is more or 
less a substitute for the outpiu of other concerns. Classifying 
firms into groups may prove more arbitrary than assigning the 
heaven’s stars to different constellations. And counting the num- 
ber of firms in an industry must be an almost hopeless task when 
the very confines of the group are uncertain. Also it is impossible 
to draw up a significant group demand schedule. For example, 
one cannot construct a demand curve for “automobiles” that will 
have any ordinary meaning, for a buyer does not have a reservation 
price for motor cars in general, but rather for a Ford sedan, a 
Buick convertible, and so on. Price theory can make little use 
of the group concept when products arc differentiated. A monop- 
oly constitutes a group by itself, in a sense; any competition it 
experiences is between “its” industry and other groups producing 
different goods. 

The Concept of Final and Temporary Equilibrium 

In the last century, price theory tended to stress what was and 
is described as long-run equilibrium. Long-run equilibrium is 
the final outcome that would result if, after some autonomous 
change took place, a sufficient time elapsed for a complete adjust- 
ment to be made by the firm or its industry, and even the entire 
economy. During this period of adjustment, it is, of course, neces- 
sary to assume that no more autonomous events of a disturbing 
nature intervene. 

It is this last requirement that always prevents the attainment 
of long-run or final equilibria in the real world. There is no 
guarantee that the lapse of a long period of time will automatically 
bring about long-run equilibrium. In fact, the longer the inter- 
vening period of adjustment, the greater is the likelihood of an- 
other and interfering autonomous event. Finns, industries, and 
the economy itself may always be heading toward final equilib- 
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rium; however, before they arrive, some new development starts 
them off toward a new destination, which in turn they never 
reach. Long-run equilibria can never be attained so long as 
inventions are made, natural resources are discovered or exiiausted, 
populations change their age and size, and taxes, import restric- 
tions, and government regulations are inconstant. Nevertheless, 
the direction of long-run adjustments may be of current impor- 
tance, even though they never completely run their course. 

Modern price theory is increasingly concerning itself with the 
temjjorary adjustments that firms make to current conditions. 
For instance, while no firm would operate forever at a loss, most 
firms, so long as they can more than cover their operating costs, 
will find it less unprofitable to work at a loss for a single season 
than to close down. The temporary or short-run adjustment, 
wiiicli is to continue production, actually occurs. The final or 
long-run solution, which is to close down, is only material in the 
event that the currently unprofitable set of conditions endures 
indefinitely. 

Occasionally there may be no time for adjustment at all. The 
classic example of such a case is that of a seller who has already 
produced a perishable commodity that cannot be held over until 
a later date. Frequently there is nothing left for him to do but 
accept whatevei j)rice is obtainal)lc. 

Price theory altogether distinguishes among three degrees of 
possible adjustment. In the long run, a complete and final ad- 
justment is possible (for example, a producer can decide whether 
or not to buy or rejdace his fixed assets and keep his enterprise 
in being). In the short run, a partial and temporary adjustment is 
|)ossiblc (for example, a prcxlucer has a plant in being but can 
decide whether or not to operate it). In the immediate market 
period, no real adjustment is possible (for example, the entre- 
j)icneur has already prcxluced his output). The long-run period 
and the immediate market period are opposite extremes. In 
practice, short-run situations are most commonly encountered. 

Incidentally, the term “equilibrium” does not connote anything 
beneficial, but simply means stability until conditions change 
again. Fconomic equilibria may coincide with conditions that 
waste resources or leave people unemployed and miserable. Equi- 
lil)rium simply means that the dependent variables in some system 
will not alter further. 
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Analysis of Particular or General Equilibrium? 

In the past economists have been concerned with both particular 
equilibrium analysis and general equilibrium analysis. These 
two approaches differ in their employment, complexity, and prac- 
ticability. Neither is necessarily superior to the other and the 
valid use of each depends upon the nature ot the problem being 
analyzed. 

Particular equilibrium analysis operates witli blinkers and usu- 
ally does not look much beyoiul lwo sets ol‘ runctions containing 
a common variable. Such a procedure is entirely justifiable if 
the two functions are not indirectly related, but are in reality ^he 
only two independent or detennining variables of significance. 
However, it often happens that the interrelations are more com- 
plex. For example, a tax on gasoline might normally tend to 
raise gasoline prices by a given amount if demand remained un- 
changed; but if the gasoline tax finances highway construction, 
which makes motoring pleasanter, the demand of motorists for 
gasoline will increase, and the price increase will be greater. 
Wider horizons are then required, more varial)les must be con- 
sidered, and a less particularized or a more general equilibrium 
must be considered. In extreme cases the narrowest permissible 
scope of an investigation is as wide as the economy itself. 

General equilibrium theory concerns the simultaneous adjust- 
ment of most or all the variables in an economy. Ideally it should 
embrace all factor and product prices, all inputs and outputs of 
productive enterprises, the optimum adjustments of all house- 
holds, and all the major counterflows of money and goods within 
a single analysis. It includes both the particular equilibrium of 
a single entrepreneur or industry (for example, the determinants 
of a single product’s price and output) and the aggregates of macro- 
economics (for example, income, consumption, and investment 
relationships for an entire nation). 

However, this does not mean that general equilibrium theory 
can be used to determine a “proper” price and volume and money 
flow for each of the thousands, or even millions, of goods and 
services that are annually provided in a capitalistic economy. 
Who would be capable of simultaneously solving a million equa- 
tions even if the functions they would try to express were known? 
The true usefulness of general equilibrium theory is quite differ- 
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cut. It sets up and analyzes simplified models that stress the inter- 
l elation of entrepreneurs, households, and sometimes governments. 
In this way the logical validity of various concepts can be tested 
but real world answers are unlikely. 

In this book, so far as possible, the more pedestrian but practical 
alternative of particular equilibrium will be adopted. Few in- 
tellects arc capable of mentally handling more than a few variables 
without the aid of mathematics. Actually, in the outline of the 
general theory of income determination in Chapter 12, six var- 
iables in four dimensions were included in the analysis. Students 
who did not enjoy even this degree of complexity may be pleased 
to learn that this will not happen again. 

Statics and Dynamics 

Idle ways in which producers, consumers, and the owners of 
factors behave depend in large measure upon their expectations 
regarding the future. 

In static theory the j)ossible effects of future expectations on 
economic behavior are ignored. If the price of a good falls, 
piu'diasers arc supposed to buy more units without stopping to 
consider the future course of its price. Static theory assumes 
implicitly that everyone expects present conditions to continue 
indefinitely. Persons who have anticipations of this kind are 
sometimes said to have an elasticity of expectation of unity. Nat- 
urally conditions never do continue unchanged. However, when 
circumstances alter, the new set of conditions is then supposedly 
thought to be normal by everyone. 

In dynamic theory an attempt is made to handle anticipations 
of change. For examjde, under some conditions, a declining 
price, be( ausc purchasers view it as a herald of further price reduc- 
tiems in the future, may in reality cause less buying now. Dy- 
namic theory can obviously become frighteningly complicated. 
Not only must persons’ future expectations be assumed, or tied 
somehow into the theory, but generally these individual expecta- 
tions will not coincide but will instead constitute a sort of spec- 
trum of antic ipations. 

Nonetheless, dcsj)ite its complexity, dynamic theory is often 
needed to understand the economic behavior of people in general, 
and the output decisions of entrepreneurs in particular. For ex- 
ample, after W^orld War II, some economists claimed that rent 



PRICE THEORY INTRODUCTION 


223 


ceilings were preventing investors from building houses and 
apartments for income. Occasionally this may have been true, 
but it is more than probable that a lifting of rent ceilings would 
have had little effect. The cost of constructing an apartment 
house is determined by present costs and conditions, but the 
receipts earned by the building are earned over a service life that 
may run from 30 to 50 years. The paviiieiit of contractors and 
the receipt of rents would occur at different dates and price lev els. 
Many potential investors avoided projects that involved V-J Day 
costs but might never come to (onuiiand V’-J Day rentals. Many 
economic and business decisions must attempt to take into account 
just such a time dimension. 

In this Part IV, which deals with price theory, the emphasis 
will be almost exclusively on statics. Analyses will be made of 
pure competition, monopoly and monopsony, and monopolistic 
competition, applicable to the immediate market period, the 
short run, and the long run. The implications of these theories 
as regards the optimum allocation of resources will be discussed in 
Chapter 25. 


Statements for Consideration 

1. A great deal can be learned about the economy as a whole from 
an understanding of the motives and behavior of individual firms. 

Exemplify 

2. The principal object of price theory is to explain why some goods 

command higher or lower prices than other goods. Exmluate 

3. Firms employ resources in a haphazard way and the proportion 

of the economy’s resources that go to make this or that good is 
largely a matter of chance. Exmluate 

4. The basic unit of price theory is the industry. Discuss 

5. Coal, refrigerators, and pig iron arc all sold under the same 

market conditions. Evaluate 

6. A farmer has far fewer variables to worry about than a retail store 

operator. Explain 

7. The concept of pure ( ompetition is in many ways a very special 

one involving numerous limiting assumptions. Discuss 

8. The distinction between polypoly ind oligopoly is largely one of 

whether sellers take into account the probable reactions of rivals 
to their own price changes. Explain 

9. Monopolistic competition logically destroys the concept of an 

industrial group for many analytical purposes. Explain 

10. Long-run equilibrium is probably never attained, but long-run 
forces are almost constantly at work. Explain 
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11. The term “equilibrium*’ connotes something beneficial. Evaluate 

12. Dynamic theory can be more realistic than static theory. 

Exemplify 
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Pure Competition 


It is often supposed it pine compecition prevailed, each 
commodity would be produced and < onsuined at an optimum rate. 
In other words, consumers as a wnole would not be better satislied 
if more of some goods were produced by sacrificing some output 
of another good. Several of the the<)retical grounds upon winch 
the argument has been based will prove useful later on and are 
worth studying. 

Price Determination in a Competitive ^Market 

A market is an area in which demand and supply forces, lor a 
given product, are in such close contact with one another tliat a 
common price prevails throughout the area. The common price 
may change over time, but at any instant it is the same everywhere 
in the market. A purely competitive market is a special kind of 
market, characterized by a complete lack of price manipulation 
by any one buyer or seller. No participant in the market can 
influence the price by offering or taking more or less quantity; 
or, if any buyer or seller does have such influence, he ignores this 
power and behaves as though he did not possess it. In other 
words, a buyer can either purchase at the market place or not 
purchase at all; and a seller can accept the market price or not 
make a sale. The price in a purely competitive market is a datum 
for those who participate in it. Collectively, they have all made 
the price, but individually the influence of each is so slight as to be 
ignored. 

Some buyers are more eager to purchase than others. In any 
market the bids of various would-be buyers could be arranged 
according to a descending order of bid prices. For example, 
buyers as a whole might be willing to buy 290 bushels of wheat in 
some market at 125^ a bushel; 300 bu.hels at 120^^, 310 bushels at 
115^, and so on. Such an array of bid prices, rs set forth in 
columns 1 and 2 of Table 17, is called a demand schedule. 
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TABLE 17 


Market Demand and Supply Schedules 


(') 

Demand 

(bushels) 

(2) 

Price 

(cents) 

(3) 

Supply 

(bushels) 

(4) 

Demand after 

15^ lax (bushels) 

290 

125 

380 

260 


120 

360 

270 

310 

115 

310 

280 

320 

no 

320 

290 

330 

105 

300 

300 

310 

100 

280 

310 

350 

95 

260 

320 

300 

90 

240 

330 

370 

85 

220 

340 

380 

80 

200 

350 

390 

75 

180 

360 

100 

70 

160 

370 


Sellers’ asking prices can also be arranged into a supply sched- 
ule, which will show how much the sellers are willing to supply 
at each one ol' several ditt’erent prices. For example, as shown 
in columns 2 and 3 of Table 17, the seller might be willing to 
sup|)ly 380 bushels at 125^, 360 bushels at 120^, 340 bushels at 
1 15^, and so on. 



Fig. 1*4. £c{uilibrium Price under Pure Competi- 
tion Including Tax Incidence. 
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Demand and supply schedules can be charted in the form of a 
two-dimensional diagram having a horizontal axis representing 
quantity (bushels in this case) and a vertical axis representing 
price (in cents). ligure 14 is a purely competitive market dia- 
gram based on the data of Table 1 7 . What competitive price and 
quantity will result from the interaction ol these demand and 
supply conditions? A price of lOOf^ could not be a stable and 
competitive price because buyers Avould then demand ^ilO bushels 
but sellers would be willing eo supply only 280 bushels. This 
excessive demand would lead sonx buyeis to offer a higher price 
and cause some sellers to hold out for a iiigher figure. On the 
other hand, a price of 115^ is roo high, since it wotdd lead to an 
excessive supply amounting to 30 bushels. The competitive price 
is that which will equate the quantities demanded and supplied. 
In the present example, 11 Of is such a price, and everybody will 
be satisfied to trade 320 bushels of wheat. This price is also the 
equilibrium price, since it will remain stable until there is a 
change in either the demand or the supply schedule. 

However, demand and supply schedules do change quite fre- 
quently. The demand for a product may increase because people 
have acquired a taste for it or because buyers’ money incomes have 
risen. A bona fide increase in demand means that buyers will pay 
more for a given quantity, or will take more at a given price, or 
some combination of these two reactions. Such a development 
is called an increase in demand in the schedule sense. An in- 
crease in sales that results from a cut in price only is an increase 
in the market sense and is clearly quite a different matter. Graph- 
ically, a schedule sense increase in demand entails an entirely new 
curve, located higher or to the right; but a market sense increase 
in demand merely involves moving along the same curve from 
left to right. 

An increase in demand in the schedule sense will normally result 
in a higher price and quantity. For example. Fig. 15 shows 
what happens when there is an increase in demand, as shown by 
a new demand schedule, Di>. There is a new intersection point 
(/a instead of /i), a higher price, ana a greater quantity. The 
extent to which price and quantity increase depends in large 
measure on the slope of the supply schedule (5i). On the other 
hand, a decrease in supply, represented by a new supply schedule 
(Sa), means that sellers will now supply less at a given price or 
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demand more lor a given amount. A decreased supply (62), in 
combination with the old demand (Di) gives a new intersection 
point (/a), a Jiigher price, and a reduced quantity. If demand 
increases and supply decreases, the price will certainly be greater 
(P4) but the (juaiitity (Q4) could be higher, lower, or the same. 

The mere fact that the market price of some commodity has 
changed does not indicate whether the change was brought about 
by a demand or su])ply schedule change. For example, if the 
price of a good falls, its fall might be due to (1) decreased demand, 
(2) increased supply, (3) a combination of (1) and (2), (4) a small 
increased demand but a large increase in supply, or (5) a small 
decrease in supply but a large decrease in demand. Simple in- 
I'erences are highly treacherous in price analysis. 

Price Ceiling Effects 

'Fhe war period, witJi its diversion of resources from civilian 
to military production, gave the United States an object lesson 
in the lorces that operate in approximately competitive markets. 



Fig. 15. Effects of Meat Price Control and Ra- 
tioning. 

Sonic of the civilian markets particularly affected were those deal- 
ing in meat, dairy, and textile products. Figure 15 is also helpful 
in explaining what happened. 

Let us sujipose that the “meat" market in 1940 is represented 
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by the schedules Di and Si. The enormous government expendi- 
tures for the war eventually flowed through to consumers. Fam- 
ilies, with more dollars to spend for everything, began to have 
higher demand prices for meat. (The technical reasons for tliis 
arc explained in Chapter 18.) By 19 12, the demand schedule for 
meat, as for most other civilian products, had shifted to tlie right, 
and might be graphically represented by some such cnr\e as Do 
in Fig. 15. In the meantime, costs of production had been rising; 
the competition of war plant jobs forced wage rates up and other 
factors also rose in price. A rediued supplv schedule, further to 
the left, and possibly located as S 2 is in the hgure, came into being. 
Therefore, by 1942, the equilibrium price and quantity we:e 
probably P 4 (i.e., higher) and Q 4 (i.c., greater). 

These higher prices were politically unpopular, and a fear that 
allowing prices to rise would bring about inflation became wide- 
spread; accordingly, legal price maxima were set for meat com- 
modities by the federal government. These price ceilings ^vere 
subequilibrium; i.e., they were below what a free market price 
would liave been. If the price ceiling for “meat” were shown by 
Pr in the diagram, the amount supplied would be Qa and the 
amount demanded would be Qs. In other words, the govern- 
ment, in setting a subequilibrium price maximum, created a 
“shortage” of More housewives wanted to buy nie.it than 

the available supplies permitted. The next step was to prorate 
the Qa supply over the Q?, demand by means of rationing. It is 
noteworthy that this diagrammatic “shortage,” which leads to ra- 
tioning, is a pseudo-scarcity, as the 1942 supply of meat (iJa) is 
greater than that of 1940 (Qi). And, as a matter of fact, the 
civilian per capita consumption of meat in the United States in- 
creased considerably during this period. The empty meat shelves 
were not the result of a physical shortage but of a rapidly increas- 
ing effective demand. Incidentally, if the government had not 
interfered, and had instead allowed the price to rise to 7 ^ 4 , supply 
would probably have increased, in the market sense, to Q 4 . Is 
it better to have more but pay a higher price, or to pay a little 
and partly do without? 

Buyers’ and Sellers’ Surpluses 

It has already been explained that a demand schedule consists 
of a series of reservation prices. In any market, some of the units 
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purchased will have reservation prices in excess of the amount ac- 
tually paid by the buyer. For example, reverting to Table 17, 
the market price was $1.10, at which price 320 bushels exchanged 
hands. However, 290 bushels were valued at $1.25 or more; 
another 10 l)ushels at between $1.25 and $1.20; and a final 10 
bushels at between $1.15 and the actual price of $1.10. The pur- 
ebasers of these intramarginal units obtained a surplus in the 
sense (bat they received something they valued more than the 
price they hud to pay. 'Hus difference is called “buyers’ surplus.’’ 

Fbe supi^Jicrs who make a sale receive an analogous surplus. 
Table 17 shows that sellers would have been willing to supply 160 
bushels at $.70 or less, whereas they actually received $1.10. 
Other sellers would have contributed some supplies at $.75, $.80, 
$.85, . . . , $1.05; but they also received $1.10. All the intra- 
marginal sellers would have accepted a lower price than they ac- 
tually obtained, and this excess is termed “suppliers’ surplus.’’ 

This notion of a surplus for buyers and sellers must be handled 
with care. It can best be understood if one first considers the 
case of an individual. Next one must consider the special prob- 
lems of attempting to add individual buyer’s surplus into collec- 
tive buyers’ surplus. 

Let us imagine a motorist buying gasoline. If the price is 20^ 
a gallon, he may use 12 gallons a month. But the first gallon, on 
which he makes his most essential trips, will be worth far more 
than 20^ to him. The second, third, and all subsequent gallons, 
except lor the last or marginal gallon, will each be of greater use 
value to him than they cost him to buy. These surpluses show 
how much more pleasure he gets in spending his money on these 
intramarginal gallons of gasoline than he would if he spent 20^ 
more on some other commodity instead. The money value the 
buyer places on the utility he derived from the consumed gasoline 
deixatds upon his wealth and income and how much pleasure he 
could alternatively have procured with 20^. If he is a rich man, 
and has so much ol everything that 20^ buys him little enjoyment 
elsewhere, his buyer’s surplus on the consumed gasoline will be 
rather high in terms of dollars and cents. 

rhere is no way of adding the utility of one man’s consumption 
to the utility of another’s, because this is a subjective and psychic 
affair. It is possible to add the buyer’s surplus of one consumer 
to that of another because these surpluses are expressed in money 
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values. Tlie resultant sum, however, must be interpreted with 
care. If the money incomes of buyers decline, buyers’ surplus may 
also decline, even though each consumer is independently receiv- 
ing as much subjective use value as before. 

Diagrammatically, buyers’ surplus is shown as the area below the 
demand curve and above the price line, whei c .s suppliers surplus 
is the area above the supply curve and below die price line. In 
Fig. 14, buyers surplus is the ar.\i ASP and suppliers’ surplus is 
the area ACP. Buyers and suppliers’ surjiluses, when added to- 
gether, are at a maximum when ^he market price! is the natural or 
equilibrium one. Also the greatest possible number of units are 
then bought and sold. 

Gommodity Tax Effects 

A better understanding of purely competitive price theory can 
be had from considering the effects of a commodity tax. Perhaps 
the government imposes a 15ff per busliel tax on wheat and makes 
the millers (the only buyers by assumption) legally liable. What 
will happen to the market price and quantity? 

Tlie millers’ reservation prices will decrease 15^ for each suc- 
cessive unit they buy. The use value of wheat to millers remains 
the same (Di in Fig. 14), providing the price of (lour and other 
milling costs are unaltered, but the market price they can afford to 
pay will be less by the amount they must pay to the Collector 
of Internal Revenue. The buyers accordingly have a new de- 
mand schedule (Do), which is vertically j>arallel, but 15^ lower 
throughout, than their former one (Di). Specifically, if w^e con- 
tinue to use the data of Table 17, the new demand schedule, after 
the tax is imposed, will be .?1.10 for 290 bushels, $1.05 for 300 
bushels, $1.00 for 310 bushels and so forth. 

The market price, after the 15^ tax is imposed on buyers, is 
given in Fig. 14 by the intersection of the S and schedules. 
This will occur at 300 bushels (Q/) and give a market price of 
$1.05 (P«). The market price is in this case both the gross and 
net revenue of suppliers, as they have no legal liability for the tax. 
But $1.05, the market price paid by buyers, is only the gross cost 
borne by purchasers; their net cost is $1.20, because they must 
pay 15^ to the government on every bushel they buy. 

Market equilibrium after the imposition of a tax involves two 
conditions. (1) The net prices received by sellers and paid by 
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buyers must differ by the amount of the tax. (2) The new de- 
mand at the buyers’ net price and the relevant supply at the 
sellers' net price must be equal. In the present case Pi, ($1.20) 
and Ps ($1.05) differ by the tax of $.15. Also the buyers will take 
300 bushels at $1.20 and the sellers will supply 300 bushels at their 
net price of $1.05. 

The effects of a commodity tax can be treated under several 
heads. (1) Tax impact, or legal liability, has nothing to do with 
economics, but is decided by governments. In this case it is 15f‘ 
a bushel on buyers of wheat. It is probably administratively 
cheaper to collect from whichever side of the market is less 
populated — in this case the demand side. (2) Tax incidence, 
or who bears the tax, concerns the changes that take place in 
buyers’ and sellers’ net prices. In this case buyers contributed 
10^ a bushel and sellers paid the balance of 5^. The buyers paid 
twice as much of the tax as sellers because the demand schedule, 
for a given (juantity change, rises and falls twice as steeply as that 
of supply. It would be a coincidence if both schedules had the 
same slope so that both sides of the market bore the tax equally. 
(3) Tax hurdeUy or loss of well-being, relates to reduction in sup- 
pliers’ and buyers’ surpluses. In this case, with the net price re- 
ceived by sellers falling from P to P„, suppliers’ surplus is now 
instead of PAC\ a loss of PAEP^. Analogously, the net price 
paid by buyeis has risen from P to 7^. Accordingly, the buyers’ 
surplus after lax is Pf,DB, instead of PABy and this is a loss of 
PADBfj. However, the government has new tax revenues of 
PJ)PJ\,. Tax collections are a partial offset to the losses in sup- 
pliers’ and buyers’ surpluses, because they should result either in 
new governinent services or in tax relief somewhere else in the 
system. Assuming tax collections are a gain, we should deduct 
PJ)El\ from the total loss in joint surpluses of Pi,DAEP„y and 
this leaves an apparent net loss for the economy of ADE, How- 
ever, any final judgment should take into account the real con- 
tribution to welfare of the goods and services acquired with the 
tax proceeds. 

II this tax had been assessed on sellers instead of buyers, there 
would be a different legal liability. There would then be an So 
schedule, higher than S by 15^ throughout, and the relevant de- 
mand would be the original D curve. The market price would 
be $1.20 instead of $1.05. But the net cost per unit to buyers 
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would still be $1.20 and the net revenue per unit to sellers would 
still be $1.05. The quantity would again be 300 bushels after the 
tax is imposed. The tax burden, like the tax inciilence, will 
not be affected by the change in legal liability. 

The slopes of the schedules are important tu :iny analysis of 
this type. The flatter the schedule, the altci native oppor- 

tunities are open to tlie people concerned. 1£ the supply sched- 
ule is fairly flat, it means thc.t supplievs can g^ow other crops, oi 
can sell in other markets, or can afford to wait. A flat demand 
curve indicates that there are suf^sUtutc comtiu)ditics that can he 
used instead. Flat curves show bargaining power and ability to 
escape, and for this reason the side of the market wiih tlie flattest 
schedule always bears the smallest part of the tax. Governments 
will find that it does not pay to tax commodities that have very 
flat demand and supply schedules. A tax will then decrease quan- 
tity more than anything else, and few units will be bought and 
sold and so pay the tax. In such a case the power to tax is indeed 
the power to destroy; some products have been driven out of exist- 
ence by the combination of a high tax and buyers and sellers with 
alternative products and occupations to fall back on. 

Parenthetically, the effect of a subsidy paid for a purely com- 
petitive commodity is almost exactly opposite to that of a tax. 
A subsidy of paid to suppliers would lower their reservation 
prices by this amount for each several quantity. Diagrammati- 
cally, there would be a 15^ downward and parallel shift in the 
supply schedule, a new intersection point with the old demand 
curve, and hence a new equilibrium price and quantity. 

Price Elasticity of Demand and Supply 

A demand schedule indicates the relation between the quantity 
bought and the price charged. A supply schedule shows the rela- 
tion between quantity supplied and the price obtained. In each 
case the two variables are quantity and price. Quantity is often 
regarded as being the dependent variable while price is viewed 
as being independent. 

The relation between quantity and price — whether we are in 
terested in the quantity demanded or supplied — can be expressed 
in terms of an elasticity coefficient. For example, price elasticity 
of supply is the proportionate change in quantity supplied divided 
by the proportionate change in price that ostensibly occasioned it. 
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Price elasticity of demand is concerned with pioportionate changes 
in tlie quantity bought rather than in the quantity supplied. 
Elasticity is a ratio, and the resultant abstract quotient may vary 
in magnitude from zero to infinity. 

Let us suppose tJiat 90,000 tons of some material ate demanded 
at a price of $55 a ton and 110,000 tons at a price of $45 a ton. 
7 he absolute change in quantity {Usq) is 20,000 tons. However, 
we want to know the proportionate change in quantity, and we 
shall consider it to be the absolute change divided by the average 
quantity (Q). In numbers this will be 20,000 divided by 100,000, 
or 0.2. The proportionate change in price is similarly the ab- 
solute price cJiange (Ap) divided by the average price (P). In 
numbers this will be $10 divided by $50, or again 0.2. Price 
elasticity of demand in this case will then be 0.2 divided by 0.2, 
which is equal to 1.0. Unit elasticity such as this is of course a 
sj)ecial c ase. 

Symbolically, price elasticity can be expressed as 

() P^q 

fi: or 

^ (; Ap 

p 


In the case of price elasticity of demand, the quantity symbols 
naturally refer to the amount bought; and, in a price elasticity 
of supply formula, the ({uantity symbols of course relate to the 
amount ojfered on the market. 

1 he elasticity ol a given point on a demand or supply curve 
can be determined graphically by the method employed in Fig. 16. 

I he problem is to determine the elasticity of the point A on 
either the demand schedule or the supply schedule, shown respec- 
tively in Diagrams 1 and 11. First, draw a tangent to the point A, 
and extend this tangent line so that it makes an intercept on the 
(juantity axis at X. Next, drop a perpendicular from A to the 
([uantity axis at B. Then the elasticity coefficient will be the 
linear distance BX divided by BO. The denominator in this 
elasticity ratio is ahvays the distance between the axes’ origin (O) 
and the perpendicular’s intercept (B). Point A on the supply 
schedule in Fig. 16 obviously has an elasticity in excess of unity, 
since BX is clearly longer than BO. 

A tew minor terminological matters need to be mentioned. 
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A schedule with an elasticity of less than one is said to be “inelas- 
tic, w 11 e otu with an elasticity in excess of unity is said to be 
elastic. A vertical schedule has zero elasticity and is said to be 
pel fectly inelastic. A horizontal schedule is termed “per- 
fectly elastic and has an elasticity ol iniinity. 




Fig. 16. Price Elasticity of Demand and Supply. 


The notion of price elasticity, whether of demand or supply, 
has various uses. On the supply side, for example, it is an aid in 
comparing the extent to which a price change will evoke changes 
in the supply of different goods. If an increase in price of $1.00 
will occasion 1,000,000 tons more steel output, or 8,000,000 more 
barrels of petroleum output, is steel or petroleum more sensitive 
in its supply responses to price changes? No answer is possible 
because there is no way of comparing tons of steel and barrels of 
petroleum directly. The steel supply increase could be made to 
seem larger by expressing it in pounds instead of tons. Moreover, 
the price increase of $1.00 may be a relatively large change for 
petroleum and a relatively small one toi steel. The only recourse 
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is to express the price change, and also the quantity change, 
proportionately rather than absolutely. 

On the demand side the concept of elasticity is also essential for 
comparing the quantity effects of price changes among different 
commodities. Another significance of elasticity, but only on the 
demand side, is that it indicates whether a price change will 
cause Iniyers to make a smaller or larger total money outlay than 
before. If demand is elastic, a price decline will cause buyers to 
spend more money, so that sellers’ receipts will increase in the ag- 
gregate; and conversely when demand is inelastic. 

The Cobweb Theorem 

There are some commodities that are produced and consumed, 
not regularly throughout the year, but spasmodically at certain 
seasons. Two obvious but not particularly important examples 
aie (Christmas trees and Thanksgiving turkeys. In these cases, 
the supply is prc^vidcd independently by many producers who do 
not know of each ollicr’s actions, and })roduction is commenced a 
ccjiisiderable time before a short selling season, which terminates 
abruptly. When these circumstances exist, the price is apt to 
fluctuate consideral)ly from one selling season to another, being 
high one year, low the next, then high again, and so on. 

Figure 17 is supposed to illustrate the normal New York City 



Fig. 17. The Cobweb Theorem Applied to 
Christmas Trees. 
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Christmas tree market. The demand and supply schedules re- 
main about the same every year and arc supposedly stable over 
time. It all pioducers could see the lutuve, the price would prob- 
ably be determined at the intersection of these two schedules. 
Actually, each producer i^ ignorant of the supply l eing prepared 
by othei pioducers, so that the total supply is not based on this 
year's demand but on last year's fnice. Hence the 1949 price (P 4 <>) 
is remembered by producers durjng 1950 and occasions an exces- 
sive supply (Q.r.o). By Christmas 1950 the price has fallen to 
but the trees are now in and it is too late for producers to adjust 
their supply. Next year, in 1951, sellers remember the 1950 price, 
and so independently bring in only Qsi trees. The price rises to 
Pdi. In 1952, because of the previous year’s high price, the supply 
is excessive, and the realized price falls. In the diagram, the sup- 
pliers, although carrying out their plans independently, collec- 
tively miscalculate demand, first over and then under, year after 
year. Each of them plans according to the last known price and 
none of them can see the actual demand and imminent supply. 

Theoretically, these price oscillations will become ever wider 
if supply is rather sensitive to price changes while demand is not. 
On the other hand, these fluctuations in price will tend to iron 
themselves out if demand is sensitive to price changes and supply 
is not. A little diagram drawing will demonstrate the geometry 
of these contentions. The sketching of a few graphs will also 
show why this theorem is called the cobweb theorem. 

The cobweb theorem in its purest form is something of a 
“sport” in the larger theory of purely competitive markets. But 
there are numerous situations in wnich the supply side of the 
market operates in the manner here described. The production 
of all agricultural commodities requires that producers make their 
plans almost simultaneously and independently, and then, after 
an interval, simultaneously discover whether they have produced 
too much or too little. However in many of these cases the de- 
mand does not suddenly cease on a particular day in the year. 
People don’t want Christmas trees after December 25, but they do 
eat potatoes all year, for example. Moreover, there are often 
several opportunities to carry over agricultural supplies to a later 
market period. In the case of extracting industries, which are 
often purely competitive, the supply can be adjusted almost con- 
tinuously throughout the year to changes in demand. 
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Statements for Consideration 

1. In a purely competitive market buyers and sellers do not act as 
if they could influence the price but accept it as a fact of life. 

Explain 

2. A reduction in price increases demand in the schedule sense. 

Evaluate 

5. More units are exchanged at the equilibrium price than at any 
other. E^x plain 

4. d’he elasticity of a demand schedule is indicated by its slope. 

Exfaluate 

5. Rationing of meat was rendered necessary during the w^ar by a 

reduction in meat sujiplies. Exfahiate 

6. A specific tax is always paid by tlie buyers, for even when they 
are not legally liable the tax is passed on to them by the sellers. 

Ex>aluate 

7. An increase in price indicates that demand has increased. Evaluate 

8. A rich man may have a large buyer’s surplus and yet receive less 

extra subjective utility than a poor man does whose buyer’s 
surplus is much less. Discuss 

9. Prices may fluctuate violently when natural causes require all 

producers of a good to make simultaneous but independent output 
plans that will not mature for some time to come. Explain 

10. An cquilibiium price in a purely competitive market is one that 
makes the number of buyers equal to the number of sellers. 

Exmluatc 
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Interdependent Prices 

The price of a single good iu « particular market is not always 
determined indepejuleiuiy of its price in another market or of 
the prices of other goods. The price of wheat at Chicago may be 
influenced by contemporary prices of wheat at Liverpool and in 
other markets. And the price of wheat in Chicago today is in 
part determined by future Chicago prices that are now anticipated. 
Moreover, the price of wheat is related to the prices of competi- 
tive products, the prices of other goods with which wheat may be 
used, and so forth. The current chapter is dedicated to the theme 
that few product prices arc determined in isolation. 

Spatial Interdependence 

Political frontiers and geographic obstacles separate the world 
into a number of different markets for the same product. How- 
ever, these numerous submarkets are not entirely independent 
because goods will move from one to another if price differentials 
are sufliciently wide. The mere fact that prices are unequal in 
different markets is no evidence that they are unrelated. They 
are only independent if there is no inovement of goods from one 
market to another and if the different prices fail to rise and fall 
together. 

Suppose that there are two regions in the same country. One 
is rural {R) and well adapted to butter production; the other is 
urban (C/) and hardly suited for dairying. Figure 18 shows thesv- 
two butter markets. There is a common vertical scale for price. 
The horizontal scale represents quantity but reads from right to 
left in the case of Region R (on the krr), although reading from 
left to right for Region U (on the right). Each regional market 
has a demand and supply schedule for butter, with the demand 
schedule in R necessarily sloping downwards tovrard the left, 

which is rather unconventional. 
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If these two markets were completely independent, the pricr’ 
in R (Pr in the diagram) would be given by the intersection of this 
region’s demand and supply schedules. And the price in U 
would l)e Pu by the same reasoning. These two prices might be 
termed “isolation prices,” since in each case the other market 
exerts no influence by assumption. 



Fig. 18. Interdependent Export and Import Markets. 

The opposite case would be if these two markets were in reality 
one, with no cost obstruction against shipments from one region 
to the other, in which event there would be a single price. Such 
a common price would have to equate total demand with total 
supply in equilibrium. Symbolically, it would be necessary for 

+ Su to equal Dr + and therefore for S, — to equal 
Du — Su. The latter expression states that the surplus shipped 
out of R must be equal in quantity to the deficit shipped into U 
when an equilibrium price prevails. In Fig. 18, such a price is 
shown as P, and it has been located at 20^, in order to equate 
“exports” (AB) with “imports” (CD), A single price that is com- 
mon to two regions is evidence that economically there is only one 
market, even though they may be nominally distinct. 

It is the in-between case of two markets, economically distinct 
and yet having interdependent prices, that next concerns us. We 
shall imagine that there is a per unit freight cost, represented by 
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the vertical distance /V^c> separating the two regions. Prices in 
these two regional markets will be dependent if the difference 
between the isolation prices” exceeds the freight cost. 

If the difference between the isolation prices is 18^ and the 
freight cost is assumed to be 10^, there will be ’oiitter shipments 
from R to U, These shipments will have the effect of raising 
the price in R above Fr and lowering the pi ice in U below 
However, this tendency will ce tse when the price difference has 
narrowed to the amount of the freight cost per unit. 

When equilibrium has been established, what will be the ex- 
porting price in R (i.e,, P,) and the importing price in U (i.e., 
Pi)} The two conditions for equilibrium are that (1) exporcS 
equal imports in quantity and ^2) the price in the exporting 
region be less than that in the importing region by the amount of 
the unit freight cost. We shall suppose the situation is stable 
when Pe is 16^^ and Pi is 26^^. 

The reader will notice that the freight cost of 10^ is being 
borne unequally, with 4^ bearing on R and 6^ on U, What de- 
termines which market will bear most of the freight cost burden? 
The region that has the flatter demand and supply schedules, 
when these arc taken together, will have a smaller part of the 
freight cost shifted on to it. And the region with the steeper 
schedules, again taken together, will bear a larger share of this 
transportation expense. Figure 18 has been so drawn that the 
combined quantity response to a unit price change is slightly 
greater in the rural region. 

During World War II, so-called “ceiling” prices, below the 
equilibrium price, were placed on commodities such as butter. 
Let us pretend that the Office of Price Administration in those 
days set a price ceiling of 14^^ in R and one of 24^ in U, The 
supply in R is above the local demand there, and so some butter 
is normally exported; however, competition will always compel 
an equality between the net price received on exports to U and 
the prices paid by consumers in R. The net price on exports 
to U must be 14^ because the real frright cost is 10^ and the legal 
maximum in U is 24^^. However, cU a 14^^ price in R, produc- 
tion will be decreased and consumption will be increased, and 
less butter will remain over for export. Shipments into U are 
now less; and, at a lower 24ff price, production there will be down 
and consumption up. However, while prices are subequilibrium 
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in both markets, and hence over-all supply is below demand, only 
the importing region {U) feels this artificially created shortage. 
The final paradox is that consumers in R have in effect been en- 
couraged to eat more butter despite an over-all shortage in the 
market sense. 

A little consideration reveals that within a single country there 
are a great many spatially related markets for any one of a num- 
ber of commodities. Nearly all agricultural commodities are 
produced in rural areas, but used primarily in urban areas, and 
l)e(:ause of transportation costs these areas often constitute dif- 
ferent markets. Hence it is often essential that government 
regulations which keep prices below their cejuilibrium level be 
su|jplementcd by rationing. In these cases the rationing is 
particularly needed in what is normally the export area, so that 
an available surplus for export can be maintained, which will be 
forced out to the usual import areas. 

Temporal Interdependence 

riiere are different markets at different times for a single prod- 
uct always being sold at the same place. The II. S. market for 
wool in April of any one year (before most domestic shearing 
takes place) is a different kind of market from that in August 
(after shearing). And yet these two markets — separated only in 
time — are linked together by speculative dealings. 

Figure 11) represents the August and April markets respectively. 



HOARDING DISHOARDING 

Fig. 19. Speculative Linking of Future and Past Markets. 



243 


INTERDEPENDENT PRICES 

The ordinary textile demand is about the same from one month 
to another and is identified by a subscript “o” for “ordinary.” 
The wool supply coming from sheep ranches is heavy in August 
and light in April. The ranch supply schedules also have the “o” 
subscript. It is evident that, if each market worked out a price 
independently of other months* markets, the August price would 
be very low and the April price would be high. However, spec- 
ulators, anticipating a price rise from August to April, buy in the 
previous summer and sell in the coming spring. Accordingly 
there is an additional demand from spec.iilaiors in August that 
must be added to the ordinary textile demand. (The total de- 
mand for August bears the subscript “o + s” in Diagram I.) On 
the other hand, speculators add to the normal ranch supply of 
wool in April. (The total April supply is shown in Diagram II 
by the subscript “o + s.’*) In this case speculation smooths out 
most of the price fluctuation that would otherwise result. The 
price in August does not fall far, since it is supported by specula- 
tive purchases; and the price in April does not rise sharply, be- 
cause it is kept down by speculative sales. The prices in these 
two markets will differ, but only by the cost of storage and risk, 
if speculation is in volume and past experience offers a guide to 
the future. 

Temporal interdependence of markets is especially useful in 
promoting price stability when changes in supply are periodic 
and demand is fairly constant. Seasonal variation of this kind 
is notable in many agricultural and retail markets. Under these 
circumstances, speculative dealings, often undertaken by the sub- 
sequent processors, lead to a steadier rate of manufacture and use. 

The shadow of future shortages is often cast by speculators 
over present markets. Imagine that a government stops the pro- 
duction of all liquors because it is waging a war and the alcohol 
is needed for explosives. Initially, manufacturers and distrib- 
utors have stocks on hand, but these will be exhausted within a 
year or two if consumers continue to drink at the present rate. 
For a while they will be consuming too rapidly and then they will 
suddenly have to stop. 

Speculation, if permitted, would provide a shock absorber. 
Liquor stocks would be hoarded, present prices would rise, and 
this would cause more economical use by consumers in the im- 
mediate future. Inventories would be exhausted less rapidly. 
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And, in the more distant future, when prices are reaching a 
scarcity level, a new supply would appear as speculators begin 
selling their hoards. The speculators may profit, but only to 
the extenc that they originally underestimate the ultimate severity 
of the coming shortage, and they will lose if whisky production is 
resumed sooner than they had expected. In any event, theie is 
expert warning of coming shortage, and the economy can begin 
adjusting in advance. Naturally these results are prevented when 
legal maxima prohibit a speculative rise in prices. 

Speculation may not be so beneficial for the economy, how- 
ever, wlicn even experts have no grounds for deciding what the 
future will bring. Under these circumstances speculation be- 
comes gambling, price fluctuations may be aggravated rather than 
dampened, and supplies may by mistake be carried over from pe- 
riods of relative shortage into periods of relative abundance. Yet 
even in such extreme cases the speculator may not be without his 
uses. Many businesses seek, through hedging, to avoid the risks 
that are always present when the future is uncertain, and there 
could be no hedging without speculators. The existence of a 
class of people who will risk money on their estimates or guesses 
of the future is of service at least to commerce. 

Substitutes and Complements 

The price of a given good is influenced by the prices of other 
goods when they can be substitutes for it or are complements to 
it. A linkage of this kind exists under conditions of (1) rival 
supply, (2) rival demand, (3) joint supply, and (4) joint demand. 
The word “rival” denotes possibilities of substitution and the 
term “joint” indicates a complementary relation. 

Rival Supply 

Two or more products are often in competition to satisfy the 
same general want. Examples are butter and margarine as cook- 
ing lats and beer and wine for social drinking. In this case 
substitution establishes a price link. 

Diagram I of Fig. 20 shows two markets, one for building 
bricks, the other for lumber. The subscript “1” always indicates 
an initial equilibrium and the subscript “2” is used to show the 
final result. We shall suppose that the original adjustment is 
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upset by a stri vC of logging crews, whir h shifts the lumber supply 
schedule to ti c left, and cc^nsecpiently laises .ts price. 
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DIAGRAM III - JOINT SUPPLY 
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Fig. 20. Interdependence rf Substitutes and Complements. 


Bricks are now relatively clieaper, although sold at the same 
price, because lumber prices have gone up. Accordingly there 
is a greater demand foi bricks. However, this increase in the 
demand for bricks is or the schedule kind (being prompted by a 
rise in lumber prices) and not of tiie market type (as would fol- 
low from a decline in brick pricer,). Demand and supply sched- 
ules are normally constructed on a ceteris paribus assumption, and 
so, when the prices of other goods cliange, at least one schedule 
of the given product may have to be redrawn, especially if the 



246 interdependent PRICES 

other goods are substitutes or complements of the given product. 

Ill the present instance the demand schedule for bricks will 
shift to the right because builders will begin to substitute bricks 
for lumber. Of course, rising brick prices will in turn exert some 
rightwards pressure on the lumber demand schedule, and this, 
through lumber prices, will again affect the brick demand curve. 
We shall ignore these reciprocating steps in the adjustment process 
and consider only the final equilibrium as shown in Diagram I. 
Here we see that the increasing schedule demand for bricks has 
raised their price and also the quantity sold. The volume of 
lumber sales has fallen off however. Bricks have been substituted 
for lumber even though the prices of both products have risen. 

Hie prices of goods in rival supply tend to move in the same 
direction. 

Rival Demand 

Two or more uses often compete for the same product or serv- 
i( e. Some outstanding examples are to be found in the field of 
labor, vvlierc different jobs are often in competition for the same 
general class of worker. In these cases the possibility of sub- 
stituiing one employment for another establishes a price link. 

The jobs of counter clerking in stores and of table waiting in 
restaurants arc probably in rival demand; they both use young 
girls and women who have no s]^ecial skill or training. Food 
raiioning dining the war and other causes led people to patronize 
restaurants more than ever before. Consequently, the demand 
sdiedule for table waiting shifted to the right, and the wages of 
waitresses rose. We should expect this to lead to a leftward shift 
in the supjily schedule of store clerking. Wages for store clerking 
are now i elati\ely lo^v because waitresses’ wages have risen. Even- 
tually the reduced supply schedule of store clerks will force a rise 
in their wages. The theoretical outcome is shown in Diagram II. 

The prices of things in rival demand tend to move in the same 
direc t ion. 

Joint Supply 

Two or move goods are often produced involuntarily by the 
same act. The slaughtering of cattle also yields hides, the thresh- 
ing of \vheat for grain incidentally provides straw, and refining 
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petroleum for gasoline produces asphalt. Goods are said to be 
in joint supply when natural conditions inevitably lead to their 
simultaneous production. 

Diagram III is concerned with cream and separated milk. We 
shall suppose that being slim ceases to be fashionable and that 
women s demand for cream increases in the schedule sense. The 
price of cream rises, and so, if dairy fanners were previously 
maximizing profits, they will now he induced to produce a little 
more cream. However, one cannot obtain more cream of a stated 
butterfat content without separating more whole milk from the 
cow, and this nccessatily results in an increased supply of the 
residual, which is separated milk. Tiie demand for cream is 
linked to the supply of separated milk. Accordingly the supply 
schedule of separated milk shifts to the right and its price declines. 

The prices of joint supply goods tend to move in opposite direc- 
tions whenever there is a change in the demand for one of the 
products in question. 

Joint Costs 

Joint costs include all the costs of making joint supply products. 
The costs of buying and feeding and milking cows are all joint 
costs of producing cream and separated milk. If the separated 
milk is subsequently “homogenized,” this is a special cost and not 
a joint cost, but our initial statement is still valid, for homogenized 
milk is a different product from merely separated milk. 

Joint costs are not overhead costs. Joint costs may vary con- 
siderably as output is changed. An increase in the production of 
separated milk and cream will increase the dairy farmers' outlays 
for cows and feed and help. Overhead costs are constant despite 
considerable variation in volume of business. The “overhead” 
incurred for building, heating, and insuring a large department 
store is the same at Christmas when sales are high as in February 
when they are not. Ordinarily overhead costs are incurred in 
other than joint supply operations. For example, reverting to a 
department store, sales of ladies’ gloves and men’s slacks are not 
in joint supply. However, it is true that some joint costs are 
constant and hence overhead, costs, an example being a dairy 
farmer’s trade association fees. Joint costs include an element 
of overhead, but overhead costs are more often than not unre- 
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lated to joint costs, and the two concepts are certainly not 
identical. 

Joint costs cannot be broken down into special costs for goods 
that are strictly in joint supply and produced in fixed proportions. 
It is next to impossible to discover the real cost of supplying cream 
as distinct from that of producing separated milk. However, this 
does not prevent ambitious cost accountants from attempting to 
allocate joint costs, and some complicated methods have been 
evolved. (See Appendix D.) 

Joint Demand 

Two or more goods are often used together by reason of either 
necessity or preference. The motorist who runs an automobile 
has a joint demand for gasoline, tires, lubricating oil, spark plugs, 
license plates, and so forth. The demand for a single good that 
is necessarily in joint demand depends upon the rate at which its 
associated products are bought. 

Diagram IV of Fig. 20 depicts the case of ham and eggs — two 
products often in joint demand on American breakfast tables. 
Reduced costs of feeding hogs may cause the supply schedule for 
ham to shift to the right and so reduce its price. Consequently, 
the cost of eating ham and eggs is lower, and more people will 
cook or order this dish. The demand for eggs then increases in 
the schedule sense and the price of eggs should rise. 

The prices of goods in joint demand tend to move in opposite 
directions when there is a change in the supply of one of the 
products. 

The demand for a single good that is necessarily in joint de- 
mand tends to have a very low price elasticity. We have just 
pointed out that the demand for motoring can only be satisfied 
by purchasing all sorts of constituent goods and services. Refusal 
to replace one part (for example, tires) renders all the other 
jointly demanded goods worthless, and hence motorists will con- 
tinue to buy tires at almost the same rate even though their price 
increases markedly. Demand also has a low elasticity in the case 
of price reductions. A 50% reduction in tire prices will only re- 
duce the total cost of motoring by a few per cent, and hence the 
number of cars, their annual mileages, and tire purchases will only 
increase slightly percentagewise. 
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Cross-Elasticity and Product Interdependence 

When there is no interdependence between two kinds of prod- 
ucts, a change in the price of one will not aflect the sales of the 
other, and vice versa. However, when dreve is inierdcpendenre, 
the amount ^old of one cornmochty epeiids in pari upon the prices 
of other goods with which it may oe in rival demand, rival sup- 
ply, joint supply, or joint demand. example, if the price of 
lumber rises owing to a supply i-cjitage, we have seen that the 
quantity of bricks that are sold rvill probaVdy increase. Such a 
phenomenon is usually called cros: -adasticity. Coeflicients of cross- 
elasticity can be employed to gain an itnpression of the degree 
of interdependence between two goods. 

Let us see how to measure the cross-elasticity of bricks on lum- 
ber. Perhaps, when some index of lumber prices rises from $45 
to $55 per thousand board feet, brick sales increase from 950 tons 
to 1,050 tons a w^eek in some city. A 20 per cent rise in the price 
of lumber has apparently occasioned a 10 per cent increase in 
brick sales. The cross-elasticity of bricks on lumber is then 
10%/20%, or 0.5. In general terms the cross-elasticity of B 
(bricks) on (lumber) is (Pa-AQ<;)/(Qb*APa). 

Caution must be taken however in applying this measure. If 
the demand for housing were increasing, the price of lumber 
would rise, the sale of bricks would rise, but the sale of lumber and 
the price of bricks u\)uld also rise. In such a case the increased 
brick sales are not due to any .substitution of bricks for lumber. 
In the case of rival supply goods, cross-elasticity coefficients can 
only be used to measure interdependence when there is no gen- 
eral change in demand for both goods. Similarly, in rival de- 
mand situations, the aggregate supply of the good or service for 
which there is competition must be unchanged. 

Apart from this, the greuier the degree of substitution, the 
higher will cross-elasticity coefficients tend to be. If two goods 
are perfect substitutes, their cross-elasticity will be infinite. Zero 
cross-elasticity implies no interdcj^cndencc. 

The cross-elasticity of B on A may differ from that of A on B. 
Perhaps, in a rival supply situation, A has only one use whereas B 
has this use and one other employment besides. Then, in this 
common use, A quantity changes may be rather small propor- 
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tionately despite proportionately large changes in B prices. The 
cross-elasticity oi A on B may be lower than that of 5 on A. 

In the real world of commerce it is sometimes surprising to find 
how many substitute and complementary relations there are be- 
tween different products. Sometimes this link exists on the de- 
mand side and sometimes on the supply side. A symptom of such 
interdependence is usually to be found either in associated price 
changes or in associated quantity changes. Cross-elasticity coef- 
ficients make use of these symptoms to measure interdependence. 

Statements for Consideration 

1. A low price ceiling imposed upon two spatially interdependent 

markets may make rationing necessary. Discuss 

2. If jjriccs in different geographic markets are dissimilar, the markets 

in (| nest ion are independent of one another. Evaluate 

In a way speculators perform a service somewhat analogous to 
that performed hy transportation companies. Discuss 

1. rile shadow of future shortages is often cast by speculators over 
today’s murkets. Explain 

5. Sp(‘( idators usually make a great deal of money. Evaluate 

(i. liigli customs duties may render markets independent which were 
previously interdependent. Explain 

7. Joint costs are synonymous with overhead costs. Etfaluate 

S. An iiK l ease in demand for gasoline may lead to a fall in the price 
of I'uel oil. Explain 

9. 1 he demand for one product that is in joint demand with several 
others tcaids to be inelastic. Discuss 

10. 'The price behavior of goods in rival supply or rival demand is 

usually similar. Discuss 

1 1. Coc llicients of cross-elasticity measure the interdependence of 

li»nis. Explain 
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Forces of Demand 


Critics have likened an economisL lo a parrot who has learned 
the trick of repeating “supply aiul driuand’ whenever confronted 
with a problem. Occasionally there has been merit in this criti- 
cism. It is not enough to know that a purely competitive price 
is fashioned from tlie intersection of a demand and a supply 
curve. Schedules of supply and demand are a surface phe- 
nomenon. It is far more important to understand the forces that 
determine demand and supply schedules. In this chapter we 
shall explain the influence of consumers upon market demand 
schedules. 

The demand of the public for a good is based on the demands 
of individual buyers. The prices a buyer is willing to pay for 
each successive unit of a good are his demand for that good. The 
level of these demand or reservation prices depends upon both 
the amount of wealth or income he has to spend and the extent to 
which he desires each unit. 

In actual fact there is no absolute measure of a person’s desire 
for a good or service. However, one can logically employ the idea 
of Avant if it is always thought of in a relative sense. One can 
measure a man’s desire for a unit of A in terms of how many units 
of B he is willing to forego. The whole theory of demand can be 
based directly upon the rates at wdiich a person is willing to trade 
or substitute one good for another. This indifference curve ap- 
proach to demand theory is developed in Appendix D. 

If one were to carry on experiments with an individual, one 
might be able to ascertain his substitution rates between com- 
modities A and B, between B and C, and so on. Perhaps, given 
his present holdings of A, B, and C, he is willing to give up three 
units of B for two of A, and four of C for three of B. In such 
event it is convenient and not difficult to establish some single 
numeraire or measuring unit, which might be one of the actual 
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commodities involved or might be quite artificial. For instance 
we might say that to this individual the marginally held units of 
A, B, and C are respectively worth 6x, 4x, and ix. Also, in order 
that the significance of this numeraire may not be forgotten, we 
might pretend that the x units are called utils and that they 
measure something called utility. 

However this procedure involves a danger and a disability. 
The danger is that, if a personas sets of substitution rates are not 
in conformity with the relative satisfactions the goods give him, 
the numeraire that depends upon these rates cannot reflect rela- 
tive use value either, The disability is that there is no way of 
comparing the numeraires of different persons. Hence, although 
we may discuss the utils of satisfaction enjoyed by one person, we 
cannot compare these with the utils experienced by some other 
person, for utils as a unit for measuring utility are peculiar to 
each individual. 

The utility approach to demand theory that is developed in this 
chaj)ter — in contrast to the indifference approacli developed in 
Appendix D — has certain advantages that seem to balance its 
defects. Some ideas can be expressed more (juickly in utility lan- 
guage, even though conclusive proof of their validity requires 
the aid of indifference curves. The utility curve approach ties in 
more directly witli market demand schedules, which are in turn 
an essential part of most theories concerning price determination 
and profit maximization. 

The Summing of Individuals’ Demands 

A market demand curve is a collective schedule. It is the 
sum of the demand schedules of all the individuals who have 
reservation prices on units of the commodity in question. Some 
of these individual demands will come from producers and others 
from consumers. However, this distinction makes no difference 
so far as the summation process is concerned. 

In Table 18 we are assuming only five buyers of the good. 
(This is obviously too few if there is to be no price influence on 
the part of purchasers.) At any given price, each prospective 
buyer will be willing to purchase a certain number of units. For 
example, at $1.00 A may want to buy 3 units, B 6 units, C only 
1 unit, D 4 units, and /? 2 units, making a total demand at $1.00 
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of 16 units. This gives us one point on the collective demand 
curve. SimiL rly, at $.90, we find tl t tlie total demand is 24 
units, and so < a. The various points hat a c determine I in this 
way can then Ijc connected lo make up a market demand schedule. 




Aggregating Indivti i \l I 

>1A\1)S 



Price 

Mr. A 

Mr. a 

Mr c 

Mr.D 

Mr. /*: 

Market 

Demand 

SI. 10 

2 

4 

1 

1 

0 

7 

1.00 

3 

t. 

1 

1 

2 

16 

.00 

4 

8 

1 

7 

4 

24 

.80 

5 

10 

2 

10 

6 

33 

.70 

6 

i-. 

2 

13 

8 

41 

.60 

7 

; ! 

3 

16 

9 

49 


It is important to rcmeiuher that individual demands are 
siiniined horizontally and not vertically. That is to say, the var- 
ious cjuantities at a given price arc added together. It would be 
an error to add the various prices that different buyers would be 
willing to pay for the same quantity. 

The Determination of a Consumer’s Demand 

An individual consumer is in the market for a great many dif- 
ferent goods. Unfortunately his limited financial income pre- 
vents him from purchasing all the goods he would like in the 
quantities that would satisfy him. He must attempt to balance 
his consumption so that he gets the greatest possible satisfaction 
from the outlays he uiakes. 

Diminishing Marginal Utility 

It seems to be an established biological fact that, as the rate of 
consumption of a good is increased, a point is reached where addi- 
tional units provide less and less utility. Eventually additional 
units afford less satisfaction. For example, one may buy a suit 
that gives a great deal of satisfaction. A second suit will occasion 
less extra satisfaction. A third suit may give almost no satisfac- 
tion and lack of closet space might even render it a nuisance. 

No way has ever been devised of me isuring the amount of utility 
a good affords in consumption. A sn ap cannot be placed around 
a man’s arm and attached to a meter, which will indicate the num- 
ber of utils given by a slice of apple pie or a close-up of Lana 
Turner. However, we shall pietend that utility can be measured 
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in utils, and this scientific hypocrisy may not be so invalid as one 
might first suspect. 

TABLE 19 

Individual Utility and Quantity Consumed 


Quantity 

^ (Q) 

Total 

Change in 

Change in 

Marginal 

Utility (U) 

Utils (A U) 

Quantity (AQ) 

Utility (MU) 

I 

8 utils 

8 utils 

1 

8 utils 

2 

17 

9 

1 

9 

3 

24 

7 

1 

7 

4 

28 

4 

1 

4 

3 

28 

0 

1 

0 

6 

23 

—5 

1 

-5 


Table 19 shows the total utility and marginal utility obtained 
by Mr. A as lie consumes different quantities of Good Z. Utility 
schedules are highly personal affairs and always pertain to a par- 
ticular individual. And naturally they must also refer to a 
specific good. Marginal utility is the additional total utility occa- 
sioned by consuming an extra unit of some good. Consequently 
it is derived by subtracting successive total utilities and dividing 
this difference by the change in quantity consumed. Symbolically 
MU is ccpial to It should be noticed that total utility 

is at a inaxinium when marginal utility is zero. If marginal 
utility is negative, then total utility must be declining. 

Figure 21 is a graph of Table 19. 

The |:)rinciple of diminishing marginal utility is sometimes un- 
fairly ridiculed because it is misunderstood. It is stupid to declare 
it vitiated by the fact that people may acquire a taste for a good 
as they use it over time. The tenth avocado I ever ate in my life 
^vas far more enjoyable than the First one I ever tried several years 
ago. d'lie real point is that a tenth avocado eaten at the same 
meal would not have been so appreciated. The idea of diminish- 
ing marginal utility refers to a very short space of time. 

Fhe practical importance of this principle is that marginal 
utility schedules eventually begin to fall as consumption is in- 
creased. If it were not for this negative inclination, a consumer 
would spend all his money on one kind of good, the first unit of 
which provided more satisfaction than that of any other good. 
Actually, marginal utilities do decline, and so, after a few units 
of the most prized good have been consumed, a buyer turns to the 
lirst units of less important products. 



FORCES OF DEMAND 


255 


Budgeting Outlays 

A consumer has a limited amount of money to spend. There- 
fore he should attempt to budget his outlays in sm h a way that a 
maximum of utility is obtained in return. If he is to succeed, he 



should have some idea of the marginal utility that successive units 
of various goods afford him; also, he should know the prices 
charged for each of these products. Armed with this knowledge 
he can proceed to act intelligently according to the following 
prescription. 

Let us suppose that Mr. Jones is interested in only three com- 
modities, Good A, Good B, and Good G. He knows his marginal 
utility schedules for these goods, and they are as set forth in 
Table 20. Their retail prices— 151.00, $2.00, and $5.00 respec- 
tively — are also known to him. If these data refer to a period of 
one week, and he has only $14.00 to spend during this time, how 
should he apportion this money among the three goods? 
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TABLE 20 

Optimum Allck:ation of Consdmkr Outlays 


Number ol 

Uni Is Used 

1 Good .1 (I> = $1.00) 

Ciood U (P -= $2.00) 

Good C (P = .$5.00) 

MU 

MU/$ 

MU 

MU/$ 

MU 

MU/$ 

1 

9 

9 

2() 

13 

30 

6 

2 

8 

8 

2t 

12 

25 

5 

3 

7 

7 1 

22 

11 

20 

4 

4 

6 

6 

20 

10 

15 

3 

5 

5 

r> 

18 

9 

10 

2 

6 

1 

1 

16 

8 

5 

1 

7 

3 

3 

12 

6 

0 

0 


Naturally, he will not necessarily buy that good the first unit 
oF which has tlic highest marginal utility of all, since it might be 
very exi)ensive. Also he will not at first necessarily buy the good 
that costs the least, since it might have a very low utility. He 
must balance marginal utility against monetary outlay. In other 
words, he must first estimate the utility return per dollar he ob- 
tains when he buys successive units of different goods. Then, 
armed with $1 1.00 to spend, Mr. Jones should purchase unit by 
unit, iransfen ing from good to good, so that the utility return per 
dollar ohiained on the different commodities, at the margin, is 
as high as j)ossiblc. 

bciause the price of Hood A is $1.00, the utility return per dol- 
lar is identical with its marginal utility schedule (see Table 20). 
lIowcNC], (iood /i costs $2.00, and so the lirst unit of this com- 
modity gives a utility return of 20 utils over 2, or 13 utils per 
dollar. And the first unit of Good C, which costs $5.00, gives a 
utility return of 30 utils over 5, or 6 utils per dollar. The order 
of purchase should be first unit of B, second unit of B, third unit 
(d' B, fourth unit of /I, first unit of /I, and fifth unit of B, second 
unit of A, and sixth unit of B. No units of C are purchased at 
all. At this i)oint S2.00 has been spent on A, $12.00 on B, noth- 
ing on (’, and the entire $1 1.00 has been expended. 

The formula for maximizing total utility from a given outlay 
of consumer funds is to allocate expenditures so that 

Aft/, _ Ml/ft _ 

so far as is possible. Another expression of this rule is that the 
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marginal utilities of goods should be kept as nearly proportional 
to theii pi ices as possible. If B costs twice as much as the 
utility of the last purchased unit of B should be about twice as 
great as that of A. 

Of course it is not always possible to approach i close equality 
among these ratios. Items such as autonn whiles (ome in rather 
expensive units and the number used (aimot be so easily ad- 
justed as can the number of pat :;s oi cigarettes. Moreover, war- 
time rationing programs often make it legally impossible for 
families to budget their iucona s., and so utilize their country’s 
resources, as efficiently as possible. Also, ( onsumers ( annot alv^ays 
accurately predict the utility that various goods will aiford them. 
The economist therefore does not say that consumers do equalize 
exactly the ratios of marginal utility to price for all consumed 
goods. He merely states that consumers should try to follow this 
rule. 

Marginal Utility of Money 

Indirectly, money has utility, since it is the means by which 
w^ant-satisfying goods are obtained. In the above example, in 
which the buyer had $14 to spend in a week, the last dollar he 
put out bought goods providing 8 utils. If Mr. Jones had one 
dollar stolen from him, the aggregate utility of all the goods he 
could afford to purchase would be 8 utils less. Accordingly, we 
say that the utility of money (i.e., of a dollar) to Mr. Jones is 8 
utils when he has $14 to spend. 

Individual Demand for a Single Good 

It is possible to calculate Mr. Jones’ demand schedule for any 
specific good, providing we know the utility of money to him and 
also his marginal utility schedule for the good in question. How 
much should Mr. Jones be whiling to pay for the first unit of 
Good A} This first unit provides him with 9 utils of satisfaction 
and his “last” dollar will in general buy 8 utils of satisfaction. 
Consequently, he should be willing to oay 9/8 of a dollar (i.e,, 
$1,125) for the first unit of Good A, $8/8 (i.e., $1.00) for the 
second, $7/8 (i.e., $.875) for the third, and so forth. A series of 
reservation prices such as these constitutes a demand schedule. 

An individual’s demand schedule should properly tell us how 
many units of a good he will buy at a stated price. In the pre- 
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vious example we have supposed that Good J was priced at $1.00. 
In the preceding’ paragraph we calculated that Mr. Jones reserva- 
tion prices on the first, second, and third units of Good A were 
$1,125, $1.00, and $.875 respectively. Consequently, he will buy 
the first and second units, but not the third. Our earlier budget 
calculation, that Mr. Jones should buy two units of Good A, is 
thus confirmed. 

Income Changes and Individual Demand 

Other things equal, the quantity of a good that a man purchases 
is dependent on his income. If his income increases, he presum- 
ably has more money to spend on consumer goods, and he will 
buy a greater numl)er of units and a wider variety of goods. The 
theoretic al route by which we arrive at this obvious conclusion is 
not without importance. 

Let us suppose, continuing with the example of Table 20, that 
Mr. Jones now lias $23.00 a week to spend instead of $14.00. He 
will then proceed to buy a seventh unit of B, a third and fourth 
unit of A, and finally the first unit of Good C. The entire 
amount is then expended. The utility return on the marginal 
dollar is now 6 utils instead of 8 as hitherto. 

A new marginal utility of money necessitates a recomputation 
of all Mr. Jones’ demand schedules. In the case of Good A, if a 
dollar at the margin is worth only 6 utils, and the first unit of A 
offers 9 utils, Jones should be willing to pay $9/(), or $1.50, lor it. 
Similarly, [ones will have higher reservation prices for all other 
units of Ciood /f, now that his income has increased to $23 a week. 
Mis |)ievious and subsequent demand schedules for A are shown 
in 1 able 21. Jones will luiy 1 units of A now that his income is 
$23, instead of 2 units as he did when his income was $14. An 


l AlUX 21 


iNCOMK Effect on Individual Demands 


Unit of 

Resenmtion Prices of Jones* Income 

Good A 

Income $14.00 

Income $23.00 

1st 

9/8 = $1,125 

9/6 = $1.50 

2nd 

8/8= 1.00 

8/6= 1.33 

3id 

7/8 = .875 

7/6= 1.17 

‘Ith 

6/8 = .75 

6/0= 1.00 

5th 

.5/8 = .625 

5/6 = .83 

(Ith 

4/8 = .50 

4/6 = .67 

7th 

d/8 = .375 

3/6 = .50 
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inciease in income and practicable consumer outlays has the 
effect of laising an individual consumer’s reservation prices and 
thereby shifting his demand curve to the right. 

In order to be able to calculate an individual’s demand sched- 
ule for a stated good, it is necessary to know his marginal utility 
schedule for the good in question and also his marginal utility for 
money. However, we cannot ascertain the marginal utility of 
money unless we know how he ^j)ends his last dollar of income. 
In other words, we must know the results ot the budget problem. 
And, in order to solve that, we had to know the individual’s total 
possible expenditure* liis marginal utility schedules for all relevant 
goods, and the prices of these commodities. 

Declining Marginal Importance of Money 

Additional dollars of income have a declining importance for 
most individuals. They cannot buy more and more units of the 
same good. A twentieth suit of clothes or a tenth car may almost 
be a nuisance rather than a pleasure. Of course, the enjoyment 
of extra money can be sustained for a while in the purchase of a 
greater variety of goods; few of us would shun a generous financial 
gift. However, the fact remains that extra dollars for expenditure 
do afford us less and less additional satisfaction, and this phe- 
nomenon has a number of repercussions in practical life. 

The rationale of progressive income tax rates is based on the 
belief that the last dollar of a rich man’s income occasions him 
less extra enjoyment than that provided liy the last dollar of a 
poor man’s income. Perhaps Mr. Rich gets 2 utils of satisfaction 
from his last and 50,00()th dollar of income whereas Mr. Poor 
gets 10 utils from his last and 2,000th dollar. In this case, if Mr. 
Rich pays a marginal income tax rate five times as great as does 
Mr. Poor, each will be sacrificing the same number of utils of real 
enjoyment from his last dollar of income. The real tax burden 
is then the same at the margin of income. Whether interpersonal 
comparisons of this sort are valid can hardly be settled here. 

The declining importance of extra income to an individual ex- 
plains why many successful piofessional people, who are in a posi- 
tion to decide their hours of work, may reach a point where they 
prefer extra leisure to earning additional fees. The enjoyment 
to be obtained from a few more dollars may be so slight that the 
harried dentist or lawyer decides to take few^er cases and go fish 
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His decision to escape his professional duties will be made 
all the easier if the government is imposing a high tax rate on his 
marginal income. 

There would be no logical reason for people to insure against 
loss from civil suits arising from accidents if it were not that the 
disutility of paying damages may be disproportionately greater 
than the disutility of paying the premium. Let us suppose that 
the actuarial risk during one year of having to pay $10,000 because 
ol injury inilicted on a third party due to negligent driving is 
I in 150, The actuarial premium should then be $10,000 divided 
by 150, or $07. Normally the premium charged by an insurance 
company will be greater than this, since the company must jm>- 
vidc lor administration expenses, selling commissions, and per- 
haps a profit. Let us suppose it sets a premium of $100 a year 
lor public liability arising from driving a car. Why would a mo- 
torist in his right mind pay a premium so much higher than that 
warranted by the a( tuarial risk? The answer is that the utility he 
has to forego, because paying a premium leaves him with $100 
less a year to spend on consumer goods, is presumably less than 
one-hundredth of the utility he would lose if he had to sacrifice 
$10,000 worth of consumer goods in a year owing to an accident. 

Demand, Price, and Income 

Tlie quantity of a consumption good that is bought in a market 
depends upon a number of elements. Two of the most impor- 
tant determinants arc the price at which the good is sold and the 
incomes of the buyers. Quantity is the dependent variable; price 
and income arc the two independent variables. 

A conventional demand schedule, which indicates the relation- 
ship between price and (juantity, is drawn up on the assumption 
that incomes arc constant. If this should not be true, and incomes 
have perhaps increased, then a new demand schedule, further to 
the right, will normally come into being. The price to quantity 
relation is customarily described by a coefficient known as price 
elasticity of demand. 

It is also possible to construct and graph an income demand 
schedule that is altogether analogous to the more familiar price 
demand curve. Figure 22 shows two income demand schedules. 
The horizontal axis represents the quantity demanded at each 
several income. 1 he tertical axis represents the income of buy- 
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ers in the market. The curve Di is drawn on the supposition that 
the price of the commodity is held constant. As buyers’ incomes 
rise, more units of the good are purchased, but at a decreasing 
rate. The other scliedule (D2) lies below and to the right, which 



Fig. 22. Buyer’s Income and Demand at a Con 
slant Price. 


means that people will buy more at each income level; clearly, 
then, this second curve must be graphed 011 tlie assumption of a 
lower price for the commodity. 

Occasionally, as incomes rise to a higher level, the demanded 
cjuantity may begin to diminish. An example of this is mar- 
garine, which a family usually replaces with butter as its income 
increases. Goods of this type are sometimes called “inferior” 
goods. The commodity depicted in Fig. 22 may be such a com- 
modity, since begins to curve bnek to the left at the highest 
incomes shown. 

The relation between quantity change and income change, 
when price is held constant, can be summarized by a ratio which 
is altogether analogous to that employed in describing price and 
quantity changes. The coeflicient of income elasticity of de- 
mand can be defined as the proportionate change in quantity 
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divided by the proportionate change in income. Symbolically 
this can be expressed as 

~~r~ 

where / indicates average income find A/ the absolute income 
chaiioe. ^rinis, if a JO per cent change in incomes alters the quan- 
tity demanded by 15 per cent, income elasticity is 1.5. 

Income elasticity of demand can also be determined graphically 
in a manner similar to that already described in connection with 
price and (jiiantity clianges; for example, the income elasticity of 
point A on Dj (sec Fig. 22) is BX/BO, where AB is a perpendicu- 
lar and AX is an intercept on the quantity axis of a tangent drawn 
to A, 

The conc ept of income elasticity of demand has become gener- 
ally familiar only during the last few decades. The sales of very 
large corporations, which dcmiinate their particular industries, 
often clei)end more upon the inc:omes of prospective buyers than 
upon the pric'es charged by the company. The number of new 
automobiles sold in the United States in any one year probably de- 
pends more on the level of national income than on the price 
|)olicic‘s of the major produc:ers. A government, attempting to 
raise tax revenue and anxious to estimate the total yield, must 
often consider income levels rather than tax rates. 

“Needs” and “Luxuries” 

ddiere is always a temptatiem to look upon c:crtain goods as 
“nc’eds” and upon others as “luxuries.” One olten hears people 
objecting that some family they know has no business buying some 
“luxury” while it still lacks some “essential.” Or instead it is 
|)eihaps stated that so-and-so cannot “aflord” some purchase and 
that he should have used his money for something else. Govern- 
ment ollicials are rather prone to expatiate on the subject c:)f 
“essential” and “nonessential” products. Such judgments are 
often arbitrary and without delinitc economic meaning. 

In economics there is an acid test for deciding whether a good 
or service is useful in satisfying a human want. I hat test is 
whether would-be users are willing to pay money, exchange other 


or 


I^q 
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goods, or supply labor to gain the good in question. The greater 
the willingness of an individual to do one or all of these things to 
acquire a good, the more useful to this man does the economist 
consider the good to be, irrespective of whether or not its use is 
moral or understandable to others. 

I lie word “luxury” does not really ]].n c a place in the econo- 
mist’s lexicon. The only “luxury” a bu)ci (annot “afford” is 
one that gi^ es him a lower ufiJit} reti/rn per dnilav of outlay tluin 
other goods he might have acquired instead. In tiiis sense, many 
consumers undoubtedly purchase gonads the) cannot “afford,” 
because of ignorance of alternatives, habit, or lack of thought. 
However, the “luxury” in this case may not be a htgh-priced 
gadget, as the term normally implies, but a cheap good that does 
not work properly or a redundant unit of a product that in smaller 
amounts is a sound buy. 

It seems probable that different goods may possess different 
relative usefulness for different people. Some people don’t 
smoke and consider the production of cigarettes a waste of re- 
sources. Some people live in cramped quarters in order to own 
expensive automobiles. The apportionment of every household 
budget reflects the character, health, status, age, and sex of its 
members. It is for this reason that a rationing scheme wliich 
attempted to allot equal quantities of each kind of good to each 
family would distribute goods inelliciently. The ineflicieiicy 
would be revealed by households’ subsequently trading rations 
they did not especially want. 

Superficially, and particularly in wartime, it often seems that 
some goods are “essential” and otheis are dispensable. In most 
cases, however, it docs not make much sense to attempt the almost 
impossible task of ranking products according to essentiality. 
There are normally some uses of supposedly “nonessential” goods 
that are more important by most tests than some uses of supposedly 
“essential” goods; one can imagine uses of paint that are more 
important than some uses of gasoline, and conversely. The aim 
of wartime curtailment programs should be to restrict the avail- 
ability of goods to consumers so that the marginal uses of each are, 
having regard to their cost of production, of about equal im- 
portance. 

How does one ascertain the relative importance of different 
goods to consumers? We have seen that, for any single individual. 
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the buyer’s dciiiand prices provide the answer. However, what 
if one is anxious to determine the relative importance of different 
goods to a whole market of buyers, many of whom are poor and 
a few of whom are very rich? For instance, even though the per 
pound price (d butter is twice that of margarine, we must be care- 
ful in making statements about their relative utility, because poor 
people buy margarine rather than butter. It is likely that the 
utility of a dollar to poor people is much higher than its utility to 
rich jjeople, and so the low price poor people offer for margarine 
may understate its relative utility, which may be much more than 
one-half that of butter. Of course, this sort of prol)lcm does not 
arise when considering the use values of goods that rich and poor 
people buy in rather similar proportions. 

A free enterprise economy gears its production to tlie demands 
of the market place. Market demand is a reflection of relative 
want plus relative income or wealth. The demand curve for A 
may lie above and to the right of the demand curve for either 
because A has greater use value, or because the people who want A 
have more money, or for both reasons. It is as though consumers 
voted their dollars in favor of having A or B produced but that 
some |)eople had more votes than others. 

How much of a bias the existence of income inequality imparts 
to the j)roportions in which an economy produces different goods 
it is impossible to say. Undoubtedly this distortion is most serious 
in the case of so-called “inferior” goods that people cease to buy 
at high incomes (for example, hamburger), and in the case of 
“su\)e\\or ' g^oods dvaV. \)eo^\e to at higVv incomes (^oi 

example, squab). Many people might retort, though, that this 
bias is desirable. A free enterprise economy is powered by in- 
centives. People would not struggle to acquire more income, and 
in most cases produce more as a consequence, if the possession of 
more income did not permit them to gratify other wants, however 
unimportant these may seem to poorer people. 

Statements for Consideration 

1. It is not enough to know that price equates demand and supply 

in a purely competitive market. Discuss 

2. A collective demand schedule is computed by adding together all 

the prices people will pay for each given quantity of the good or 
service. Evaluate 

3. I’he principle of diminishing marginal utility states that a person 



FORCES OF DEMAND 


265 


will be worse off with more units of a good — but this is clearly 
untrue. Evaluate 

4. Consumers should allocate their expenditures so that the utility 

return per dollar, obtained from the last unit of each kind of 
good, is about the same. Explain 

5. The marginal utility of money probably dccliru^s with income. 

Discuss 

6. The principle of diminishing marginnl utility cannot be valid 
because a second shoe has more use value than one shoe of a pair. 

Evaluate 

7. An individual’s demand for a good depends not upon his income 

but upon its price. Evaluate 

8. A person’s demand for a good can be determined if we know its 

price and its marginal utility for him. Evaluate 

9. An income elasticity of demand of 3.0 means that three more units 

will be purchased for each extra dollar of income. Evaluate 

10. A good that is priced too high for a man to be able to afford is 

a luxury good. Discuss 

11. Market demand is a reflection of relative want plus relative income 

or wealth. Explain 

12. The dollars of consumers arc sometimes likened to the votes of 
citizens except that in elections each citizen votes only once. 

Explain 

13. A good is an ^’inferior” good if it costs less than the average of 

consumer goods prices. Evaluate 
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Tiik collective supply schedule that exists in a purely coni' 
petitive market is based on the costs of the ninnerous enterprises 
engai>ed in supplying it. The supply schedules of individual 
enterprises are determined by physical input-output ratios and 
the pri( es that must be paid for factors. Only costs that vary with 
output inlluence supply and hence market price in turn. These 
and other points will be explained in the present chapter. 

Collective and Individual Supply Schedules 
The Collective Supply 

'Hie collective sujiply schedule is the sum of the supply sched- 
ules of all the separate enterprises that are producing for the 
markel. At any given price, say $1.43, Firm A may be willing to 
supply 155 units, B 15 units, C 201 units, and so on, and these and 
other linns together may in the aggregate be willing to supply 
25,()()0 units. At another price, perhaps $1.67, A may supply 185 
units, B !K) units, C 300 units, and so on, and the wiiole industry 
.33,000 units. In this way two points on the collecti\e schedule 
have been obtained; namely, 25,000 units at $1.43 and 33,000 units 
at $1.67. Other jioints on the market supply schedule can be 
found by adding the various quantities that all the firms will 
su|qdy at, say, $2.00, at $2.50, and so on. Here also, as in the case 
of determining a collective demand schedule, it is the quantities 
that arc added at each price, and not the prices each firm must 
recei\ e if it is to supply a stipulated quantity. 

A Firm’s Supply Schedule 

Presumably every enterprise is anxious to maximize profits and 
^vill supply the market in the quantities that seem to do just that; 
and, under normal circumstances, a firm will produce and sell at 
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about the same rate, for otherwise it will create inventory diffi- 
culties for itself. An enterprise will then profit itself most if 
output and sales are adjusted so that the "'last’" unit made and sold 
renders the same contribution to total receipts as to total costs. 
The general rule is that profits are maximized if output is adjusted 
so that marginal (i.e., additional) costs are the same as marginal 
(i.e., additional) receipts. 

In the case of pure competition, a firm’s marginal revenue is 
equal to the price obtained in the marl et. Marginal revenue can 
be defined as the addition to an enterprise’s lotal revenue resulting 
from the sale of an extra unit. If the going price on the market 
is $1.67, then the sale of the first unit adds $1.67 to receipts, the 
sale of a second unit adds another $1.67, and the sale of an ntli 
unit will also add another $1.67 to receipts. If, under pure com- 
petition, the marginal revenues of sellers are equal to the market 
price, a firm will maximize profits when it adjusts its output so 
that its marginal costs are finally equal to the price. 

Let us consider the case of Firm A as set forth in Fig. 23. We 
shall assume that the price used to be $1.43, and that Firm A then 
produced 155 units per time period. The market price now 
rises, for reasons entirely outside of /Fs control or even under- 
standing, to $1.67 per unit. How should A adjust his output in 
view of the new price? 

Firm A will clearly be sacrificing potential profits if it does not 
expand its output. For example, the 1 56th unit adds only $1.43 
approximately to costs, but realizes $1.67 additional receipts; a 
156th unit would therefore improve A's profits position by almost 
24^. A 170th unit would add less to profits. A 184th unit will 
add almost $1.67 to costs and exactly $1.67 to receipts. However, 
the expansion of output should cease at 185 units, at which point 
marginal costs ($1.67) are then equal to marginal receipts, and 
hence to price also. 

Figure 23 shows the adverse effects upon A*$ profits if, with a 
market price of $1.67 a unit, it produces at some rate other than 
185 units. For example, if only 155 units are produced, this 
negative change in output will bring a large decrease in total 
receipts (represented by the area Q^BCQo) and a smaller decrease 
in total costs (represented by the area QiACQ 2 )^ A larger de- 
crease in receipts than in costs means a worsened profit position; 
the loss is represented by ABC, On the other hand, if the price 
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is still $1.67 but output is expanded to 210 units, Firm A will not 
be so well (^ff as if it were producing the aj^propriate 185 units. 
Maiginal costs at an output rate of 210 units are $2.00, according 
to the figure, and so the last units of output are evidently adding 



Fig. 23. Marginal Costs and Supply Price. 


more to costs than to receipts. An expansion of output from 185 
to 210 units, the price being $1.67, would increase total receipts 
by only QoCDQa, but total costs would rise by as much as QoCEQ^; 
accordingly, the firm’s profit position would deteriorate by a sum 
represented by CDE. 

If the market price rose to $2.00, Firm A should expand output 
to 210 units, since marginal costs would then be equal again to 
price, whereas a price of $1.43 dictates an output of 155 units if 
marginal costs are to be eejuated to price. In other words, given 
any market price, one can read off, from the marginal cost curve 
(AfC) dej)icted in Fig. 23, the output that will maximize profits 
and hence will supj)oscdly be produced and put on the market. 
The AfC curve of Firm A, therefore, functions as a supply sched- 
ule, for it shows the quantity this firm will offer on the market at 
any one of several different prices. Therefore, this MC curve is 
also an individual supply schedule, and it has accordingly been so 
labeled with an S. 

Marginal costs and market supply schedules are only identical 
it we make the common assumption that Ihms maximize prohts 
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and produce at the same rate as they sell. There arc two addi- 
tional and more special qualifications. One is that the firm be 
supplying a purely competitive market so that price and marginal 
revenue become two aspects of the same thing. The other amend- 
ment is that the firm be producing beyond tlie point of diminish- 
ing returns. These last two points will be explained later. 

Marginal Costs Vital 

The management of a firm cannot know the output rate that 
will maximize profits unless it can estimate not only the firm’s 
marginal revenue but its marginal costs of production as well. In 
contrast, overhead costs, which remain fixed when output changes, 
need not be known for this purpose, and neither do total costs 
or costs per unit. How are marginal costs determined? 

Marginal cost is the addition to the so-called variable costs that 
occurs when the rate of production is increased by one unit. In 
order to produce one more unit of output each period, an enter- 
prise always incurs expense for a little more labor, materials, 
power, depreciation, and so on. These extra costs are termed 
marginal costs. It is not necessary to know overhead costs be- 
cause, being fixed, they cannot increase and thereby enter into 
marginal costs. 

Let us suppose a fixed plant that is now combined with some 
extra units of various kinds of inputs. An expenditure of $50.00 
for various inputs raises output from 210 to 235 units per period. 
Inasmuch as output has increased 25 units, the marginal cost over 
this output range is roughly $50/25, or $2.00. 

The Production Function 

Most producing enterprises are engaged in transforming various 
goods and services, which we shall call inputs (which occasion ex- 
penses), into one or more other goods and services, which we shall 
call outputs. These inputs are remarkable for the fact that more 
of them are required or used up whenever output is increased. 
Normally these inputs are combined with various fixed factors 
of production, which last give rise to expenses that are independent 
of the output rate for the time being, although eventually they 
may need replacement if output is to be maintained. In the 
following analysis we shall suppose there is a fixed fextor, a single 
kind of output, and two kinds of inputs. The interactions be- 
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tween these two inputs and the single output are sometimes 
termed the production function (see Appendix D.) 

In order to gi\'e these factors names, we shall suppose that the 
fixed factor occasioning overhead expense is a farm property 
(wliich we shall loosely call Land), that one of the variable inputs 
is fertilizer (whicli we shall call Capital), and that the other input 
is some grade of Labor. In this case the farmer’s production 
function has various facets. First, he can worry about the physical 
ccmsetjuences of changing the proportions in which he uses 
Capital and Labor. Second, he can worry about the output effects 
of using more Capital and Labor with his fixed Land factor. And 
thirdly, some day in the future when he can perhaps alter his 
Land holding, he ( an worry about the production effect of alter- 
ing the scale of the entire operation, and perhaps adding to all 
three factois. 

If ihe farmer adds a little Labor, he can probably dispense with 
a little Capital and yet maintain his output. If he is employing 
a great deal of Capital relative to Labor, a little more Labor will 
usually be etiuivalent to (|uitc a lot less C^apital, for normally the 
productivity of an extra unit of a factor is greater when it is em- 
ployc’d with other factors in relatively small quantities. Actually, 
the proportions in which a farmer employs Capital and Labor 
should dej)end on their relative prices, as well as upon their 
relative productivities at the margin. If a day’s labor costs as 
much as eight sacks of fertilizer, the farmer should combine the 
two in sue h proportions that a day’s labor more or less will have 
the same effect on output as eight sacks of fertilizer more or less. 

If the |)rice of labor increases, the farmer will probably decrease 
the propot t ion in which Labor is combined with this kind of 
(Capital , so that the last day of labor is now nmre productive in 
comparison with the last eight sacks of fertilizer. 

(dven the pi ice relation between Capital and Labor, the most 
ccamomical proportions in which to combine them will often 
depend upon the intensity with which the fixed factor is being 
used, which is another matter to be settled. If, as more variable 
inputs are combined with the fixed factor, it becomes more eco- 
nomical to employ extra ("apital in relation to Labor at given 
})rices lor them, it means that, apart from the marginal units, 
Capital is a better substitute for Land than is Labor. Sometimes, 
ho^vever, the most economical proportion in which to combine 
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Capital and Labor may remain the same, as more and more of 
them are combined with the fixed Land factor. When this occurs, 
we can think of the input proportions as being locked and think 
in terms of homogeneous packets of variable inputs, each one 
of wdiich always contains the same amount of each input. In the 
future this is what we shall assume. 

A fixed factor. Land in this example, can he used more inten- 
sively by applying more inputs to it. When this occurs, the rate 
at which inputs occasion outputs will almost certainly be affected. 
In economics, this observed phcaioinenoii is sometimes called the 
principle of varying returns, and the output rate at which tlicse 
variable returns stop increasing and begin to decline is often 
called the point of diminishing returns. 

However, it is important to distinguish between marginal 
returns and average returns. As inputs are added, an output 
point will finally be readied at which the ratio of extra outputs to 
extra inputs ceases to rise and begins to fall; this is the point of 
diminishing marginal returns. On the other hand, the point 
of diminishing average returns, usually reached at a somewhat 
higher output, is w^hen the total output divided by the total input 
(i.e., the output per input) is at its maximum. 

These various input and output relations are a physical affair 
and they do not provide a guide to maximum profits except under 
certain price and cost conditions. No firm would rationally pro- 
duce at or before the point of diminishing marginal returns. If 
the demand for a firm’s output seems to be perfectly elastic (i.e., 
it can sell all it has to supply at a constant price), it should never 
produce below the point of diminiching average returns. The 
most profitable output is that at which the cost of the extra inputs 
has risen to equality with the addition to total revenue occasioned 
by the sale of the extra output thereby produced. The logic of 
this equal marginal costs and marginal revenues maxim has already 
been explained. 

So far we have supposed that there is a fixed factor (Land) in- 
volved in the production function and that the only way the 
farmer can expand his output is to apply more units of variable 
inputs (Capital and Labor). If this occurs to any considerable 
extent, a point will be reached where a given expenditure on extra 
Capital and Labor will increase output more if spent instead for 
extra Land. Often there may be some specific obstacle that 
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prevents any immediate additions to the fixed factor. However, 
in time, it may become possible to add or subtract from t le fixed 
factor, in which case Land becomes a variable input. len this 
occurs, the farmer will probably take steps to reduce the lopsided 
proportions in which he has been employing the three factors. 
He will probably try to adjust the quantities in which he employs 
these tliree factors until the output contribution of the last unit 
of each is proportional to its cost. When a producer wishes to 
alter his output it is normally true that the subsequent output can 
be produced at a lower per unit cost if he can vary the quantities 
in which he uses all employed factors. If there are one or more 
fixed factors, a new output will customarily be produced at a 
higher per unit cost. 

Under ideal circumstances, when all employed factors are vari- 
able as regards quantity and cost, a producer may experience what 
arc called returns to scale. That is, as output is expanded and 
all factors are kept in balance, so that each several output is pro- 
duced at the lowest of all possible unit costs, a proportional in- 
crease in inputs may occasion a greater or lesser proportionate in- 
crease in output. In the former case, if inputs can be secured 
at constant prices, the per unit cost of output will decline. The 
firm is then said to be experiencing increasing returns (per input 
unit) and decreasing costs (per output unit). Some further as- 
pects of increasing returns will be explained in the section on the 
long-run planning curve. 

Four Cost Curves 

Primarily a firm needs to know its marginal cost curves in order 
to determine the best output adjustment to the demand for its 
product. Occasionally it is also important to know the cost per 
output unit of all the variable inputs, because — as we shall see in 
the next chapter — it will be better to suspenci operations if the 
selling price falls below this cost. Also, it is naturally a matter 
of interest to know whether a firm is making a profit or not, and 
this can be ascertained by comparing the total cost per output 
unit with the price obtainable for output. 

Altogether there are four cost relations which, for purposes of 
economic analysis, it is often helpful to understand conceptually. 
These relations can be graphed in the manner shown in Fig. 24, 
p. 276. When graphed they are given the following names: 
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Marginal Cost Curve — addition to total \ariable cost or to total 
cost of producing one output unit more or less. 

Average Variable Cost Curve — total cost of all variable inputs 
divided by output. 

Average Fixed Cost Curve— the fixed or ovcrlic ul cf st duided 
by output. 

Average Total Cost Curve — the total < ost, variable and lixed, 
divided by ( utput. 

It is conventional to graph these mrve ■ w ith tlie output along the 
horizontal axis and the costs along the vertical axis. 

These cost curves cannot be diawn until there has b^ on a divi- 
sion of costs into fixed and variable. Fixed costs can be conceived 
in various ways that probably amount to almost the same idea. 
Fixed costs can be defined as the total expense of all items that 
are not used in greater or lesser amounts when output is changed, 
or they can be defined as total costs when output is zero. There 
are a number of other cost terms, such as overhead costs and 
supplementary costs, which are similar in meaning to fixed costs. 
Variable costs can be defined as the total expense of all items that 
are used in greater or lesser amounts when output is changed, or 
as the excess of actual total costs above the total costs of zero out- 
put. Operating costs and prime costs are synonomous terms for 
variable costs. 

In segregating all costs into either variable or fixed, and all 
costs are one or the other in any given situation, it is necessary 
to classify expense items very narrowly. For example, all labor 
costs cannot be thrown into cither the fixed or the variable group; 
it is necessary to distinguish between night watchmen (fixed), 
foremen who might be kept on during a temporary shutdown 
(fixed), janitors who are unneces!.ary during a shutdown (variable), 
and direct shop labor (variable), and so on. Depreciation of 
equipment is a fixed cost if a function of time and a variable cost 
if a function of output. The fuel for heating the front offices is 
a fixed cost, but that for operating the machinery is a variable 
cost. The accuracy of cost curves depends upon the care with 
which this segregation of all cost items is conducted. 

With these preliminaries in mind, we shall examine the cost 
curves of a hypothetical company producing one kind of output, 
and employing a single fixed factor and variable amounts of inputs 
in fixed proportions. 
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TABLE 22 

Firm Costs Ax\d Firm Output 
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1.97 

H 


215 

30.60 

15 

400 

3.33 

1.66 

.41 

2.07 

{) 


255 

28.40 

10 

450 

5.00 

1.73 

.39 

2.12 

10 


2G0 

26.00 

5 

500 

10.00 

1.92 

.38 

2.30 

/ 
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number of 

inputs (given) 





o 

(col. 

2) is 

number of 

units of 

output (given) 




on 

(col. 

3) is 

average output per 

input (0/7) 






(col. 4) is ni.nrKin.Tl physical productivity 
‘I'l’C (col. 5) is total varial)lc cost (f times Riven price of one input) 

MC (col. ()) is inarRinal cost (A iu TVC divided by 
Al'C (col. 7) is “average” variable cost {TVC/0) 

Ab'C (col, 8) is “average” fixed cost (Assumed fixed cost divided by O) 

ATC (col. 9) is “average” total co.st {AVC AFC) 

N.H. “AveraRc” here means “per unit of output.” 

In Table 22, column 1 gives the number of units of input and 
column 2 the number of units of output. Column 3 gives the 
ouiput-ovcr-input ratio. It is worth noting that there is variation 
in the output return obtained from invc.sting in more input units. 
With I inj)ut, one gets 35 outputs per input and with 3 inputs 
the return is 10 outputs per input; but then it declines, until 10 
inputs realize only 20 outputs per input. Declining average re- 
turns occur at around 2 to 3 inputs. 

Column i indicates the increment in output occasioned by 
ajiplying one extra unit of input. This change in total output 
is often termed the marginal physical product. In the present 
example it rises to 45 units and then falls. The marginal physical 
product is ccpial to the outjnit per input (here 10 units) when the 
latter is at its maximum. The first four columns of the table 
refer exclusi\'ely to physical relationships and by themselves tell 
us nothing about the enterprise’s costs. 

The most significant costs, because they alone directly deter- 
mine output, are those costs incurred for units of input. Column 
5 shows the total cost of all applied inputs and hence is captioned 
“total variable cost.” These magnitudes are calculated by multi- 
plying the price of an input by the number of inputs used. In 



FORCES OF SUPPLY 275 

this example we are still supposing that each input cost $50. 

Column 6 gives the marginal costs (AfC), which are equal to 
the change in total variable cost divided by the change in output. 
For example, variable costs increase from $150 to $200 when out- 
put is raised from 120 to 155 units; that is to say, an increase ot 
$50 in costs is associated with an increase of 35 units of output. 
The approximate increase in costs occasioned i)y producing oriff 
extra unit is therefore about 1/35 of $50, and $50/35 is $1.43. 
Marginal costs are naturally lowc t wii^n inargina! physical pro 
ductivity (</>) is highest. 

Column 7 indicates the variable cost per unit of (.output. These 
average variable costs (A VC) are naturally least at tlie point o!: 
diminishing returns wlicre output per unit of input is a maximum. 
AVC and MC are equal at the earliest output stage. Another in- 
teresting relationship is that AVC is declining with output when 
MC is less than AVC; and, when AVC is increasing, AlC will be 
found to exceed AVC, From this it follows that AVC and A/L’ 
will be equal when AVC is at a minimum and hence neither de- 
clining nor increasing. 

Any change in the price of factors, or in the technological rate 
at which inputs produce outputs, will naturally alter the total 
variable cost necessary to realize a stated output. Accordingly 
AVC and MC would be altered. Finally, this change will affect 
the output at which marginal cost and marginal revenue are equal, 
and therefore a different output will maximize profits and be 
produced. 

The fixed factor, which in our example has been dosed with 
varying quantities of inputs, also involves a cost, which is sup- 
posedly unaffected by the rate of output. Column 8 {AFC) 
shows the fixed cost per unit of output that would prevail if the 
constant cost incurred for the fixed factor were $100 per time 
period. The average fixed cost naturally declines at a decreasing 
rate with increasing output. Fhe notion of “spreading the over- 
head” by greater production is a familiar one. 

Average total cost {ATC) is given in column 9. ATC can be 
obtained by summing A VC and AFC Total costs per unit reach 
a minimum at an output slightly greater than that which mini- 
mizes AVC, 

Figure 24 is based on Table 22. The following items are 
worth noting. (1) MC and A VC originate together. (2) MC in- 
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tersects A VC and ATC at their lowest points. (3) The lowest 
point on ATC is to tlie right of the lotvest point on AVC. (4) 
AFC declines at a decreasing rate, and approaches, but never 



reaches, tlie horizontal axis. (5) The vertical distance between 
A rc and A VC is always equal to the height of AFC, 

Knowledge of a firm’s costs alone does not tell us whether it 
will in fact produce, what its output should be if it does produce, 
or what its profits will be at the financially optimum output. 
Profits, the maximization of wdiich is connnonly supposed to be 
the goal of every enterprise, are equal to total receipts minus total 
costs. Hence ^ve must have data from the revenue side, in addi- 
tion to know^ledge of the cost side, before we can determine the 
policy that will maximize profits. 

The Planning Curve 

Tlie four cost curves described in detail above might be termed 
plant curves because they refer to an actual firm that is in being 
and that has, for a while, certain fixed costs. Eventually, as 
time rolls along, some of the cost items that are now fixed may be- 
come variable. The scrapping date for equipment will in- 
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evitably arrive and when it does the replacement may be of larger 
or smaller capacity. Theoretically, given enough time, most 
fixed costs will become variable costs, and so it is intellectually 
possible to imagine a case in which the producer has complete 
freedom of decision and can combine all factors in any proportions 
he wishes. In this case wo could draw up a j^lantiing curve. 

It is reasonable to suppose that, for any given output, a plant 
could be spec»ally designed to pro- uce that outjiut more cheaply 
than any other plant. I hus Plant #1 might be designed to pro- 
duce 12,000 units per week. Plan; #15 to produce 54,000 units, 
and some other hypothetical plant to produce 81,000 units. And, 
in the long run, if 12,000 units wcxe the most profitabut output to 
produce, the enterprise, liaving an indciinitely long time to adapt 
to this situation, would in time find itself with a productive or- 
ganization designed along the lines of Plant #1. 



It is conceivable that an entrepreneur might work out the ATC 
curve for each of numerous hypothetical plants. In Fig. 25 
these have been graphed for Plants 1,9, 13, 17, and 20. The long- 
run planning curve is then obtained by fitting it tangentially to 
these and other possible plant cost curves. If a great many dif- 
ferent plant curves were available, the planning curve would be 
continuous and smooth. It should be emphasized that the plan- 
ning curve does not refer to a particular plant but shows the 
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average costs that could be obtained if the most economical plant 
were put into operation for each different output. The plan- 
ning curve is an “average curve/' since it shows per unit costs; 
consequently, after first obtaining successive total costs, it is pos- 
sible to calculate a long-run marginal cost relation. Long-run 
MC is shown as a dotted line in Fig. 25 and of necessity it intersects 
the planning curve at the latter's lowest point. 

f lic signi/icance of the long-run AIC and A J Cj schedules is 
that they reveal the best long-run output to produce, and the best 
specific j)lant to operate, given a marginal revenue schedule. In 
Fig. 25, long-run MC intersects the price line (assuming pure 
competition) at A or intersects MR (assuming monopolistic 
competition) at A, Therefore, Q is the appropriate long-run out- 
put. d he projicr plant to produce Q output is #17, as its A TC 
(at |)oim li) determined the planning curve at this output range. 
\V1ien this particular design of plant is used, it will have a short- 
run A/(; curve (shown as MCn in the figure) that will of mathe- 
matical necessity also intersect MR at A. 

A jilanning curve is sometimes called a long-run average cost 
( ui \ e, whereas a short-run cost curve is sometimes called a plant 
( in ve. One of the differences between them is that, in the so- 
called long run, all costs are assumed to be variable, whereas there 
aie always some fixed costs in the short run. It is this fixed fac- 
tor that gives the plant curves a more ])ronoimced curvature. 
I’he i)lanning curve is an imaginary average cost curve and does 
not depic f the cost relations of any one real establishment. The 
plant c 111 ves depict alternative short-run situations that could ac- 
tually be ])ut into operation, although only one of them is likely 
e\er ac tually to exist. 


Time and Supply 

It lias been hinted several limes already that whether certain 
c cxst items oc c asion fixed or variable costs depends upon the time 
available lor a firm’s management to rearrange the operation. 
Over any given time period there will be certain agreements, 
technical combinations, and productive operations that give rise 
to costs. Those which can be modified, deferred, or eliminated 
at the disc retion of the management can be considered voluntary 
or variable cersts. dliose which have already occurred, are legally 
binding, or cannot be altered are historical and involuntary anci 



FORCES OF SUPPLY 


279 


are fixed costs. In general, the more time there is available for 
adjustment, the more cost items will be variable costs and the 
fewer will be fixed costs. 

A great many costs that are fixed, according to the above defini- 
tion, during a short time may become variable in n longer time. 
And over a very long period all contracts will lapse, and whole 
factories will come up for replacement, so th.n in a sense every 
cost item becomes a variable expense. On the other hand, when 
there are only a few days or weeks to nicike ad justments, the man 
agement may have very little discreiioii over expenses and out- 
puts, and hence most costs are in effect fixed. 

Usually the period of time for which an enterprise is analyzed 
is of such a duration that there arc both variable costs and fixed 
costs. We shall call such a period a shorl-riin period. An im- 
mediate market period is one so brief that no costs are variable 
and all are fixed. A long-run period is one so extended that all 
costs are variable and none are fixed. A period of calendar time, 
such as a year, might be "long run" for a man who takes the peanut 
concession at the Yankee Stadium by the season, but would be 
almost an "immediate market" for a dam-owning hydroelectric 
utility. The immediate market period and the long-run period 
are in the nature of extreme and limiting concepts. A large 
majority of practical problems involve short-run situations that 
possibly tend toward being immediate market or long-run cases. 

The fact that, in a given enterprise, more costs become fixed 
as the time period is shortened means that costs then have even 
less influence upon the market price. For example, at the begin- 
ning of the lettuce-growing season a man may plan to lease land 
and plant out seedlings, cultivate them, and have the grown lettuce 
picked, crated, and shipped to market. The cost per lettuce of 
each successive step in the production process is given in the first 
numerical column of Table 23; the total variable costs that le- 
main before each operation are shown in the next column; ana 
the fixed costs, now "sunk" after each step, in the last column. 

At the very beginning of the season the grower still has com- 
plete discretion and is in a long-run situation. All his costs, 
amounting to 5^ a head, are variable in this sense. He therefore 
will not undertake lettuce-growing unless he expects the final 
pay-off price at the market to be at least 5^ a head. Later in the 
season, when the lettuce is full grown but not yet picked, the 
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producer is in a short-run situation. The remaining variable costs 
are a head, and he must anticipate a market price of at least 
this amount or he will allow the lettuce to rot in the field. If 
the price is or better, he will proceed to have the lettuce 

picked, even though such a price will fail to cover the 3^^ of 
fixed costs already incurred. Finally, the giower ships all his 
lettuce to a market where no refrigerated storage is available. He 
is now in an immediate market period, since all his costs of 5^ 
a head are past history and no discretionary costs remain. Since 
lettuce is perishable, he will accept any price at all. If he refuses 
to sell, he is out 5^ a head; but if he accepts a price as low as 
his losses will be reduced to 4^^^^ a lettuce. 

CABLE 23 

Transform A'hon of Cos i s i RONf Variarlf ro Fixr.n 

Cost of Process VC (before) FC (after) 

Rcntiii}; land and planting out U/of f li/ 2 ^ 


Cultivating and plants 2 Si/o 3i/^ 

Picking grown lettuce 

Crating lettuce ^ 

Shipj)ing to market .yj Vi 5 


File moral of this is that discretionary or variable costs influence 
price to some extent. Supply is one of the determinants of price 
and tlie (jiianiity supplied is in large measine based upon whether 
producers believe the price will cover their variable costs. Where 
variable costs are relatively unimportant, prcxliicers will keep on 
supplying the market even though the price is low and leaves 
them with a loss, so long as these variable costs are covered by 
sales re(’eij)ts. In the immediate market period, there are no 
variable (osts, and therelore any positive prii e on existing output 
is acceptable. In the long run, all costs arc variable, and hence 
the jnace must cover them if supply is to be continued indefinitely. 
Fixed costs have no immediate price influence, and, in a sense, 
aic hostages to fortune. 

Concluding Comment 

In this chapter we have listed some of the forces that determine 
supply. The amount of output that firms will supply buyers de- 
pends not only upon the strength of demand but also upon costs of 
production. Costs of production depend for the most part on two 
considerations. One of them is the production function, i.e., the 
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extent to which inputs can be converted into outputs at different 
rates of operation. It is in this connec tion that industrial engi- 
neering, productive know-how, and technological invention are so 
important. The other consideration is the cost of additional 
input units. If a new invention enables a firm to use 10 per cent 
less of some input, but in the meantime flu* price of this input 
has increased 10 per cent, the firm’s costs and willingness to supply 
output may on balance remain r uchanged. The prices of pro 
ductive factors in turn reflect tlieir usefulness in other employ- 
ments and their lack of supply. 

Statements for Consideration 

1. Total costs per unit of output are of little use in helping managers 

to determine the most profitable output. Discuss 

2. Marginal cost is the addition to total cc3sts — but not to total 
variable costs — occasioned by producing an extra unit of output. 

Evaluate 

3. The ‘‘point of diminishing returns'" is a rather ambiguous concept, 

one that may have several alternative meanings. Explain 

4. Knowledge of the production function is sulRcient to decide how 

intensively the fixed factor in a productive combination should be 
worked. Evaluate 

5. A firm has no individual supply schedule under any circumstances. 

Evaluate 

6. Depreciation can be both a fixed and a variable cost. Discuss 

7. All labor expense is always a variable cost. Evaluate 

8. Fixed costs have little influence on price in the immediate market 

period and are simply hostages to fortune. Explain 

fl. A year can be “long run'' in one business and “market period” in 
another. Explain 

0. If average costs are falling, marginal costs must be falling too. 

Evaluate 

11. Average fixed costs only rise at high outputs. Evaluate 
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Equilibrium of Firm anJ Industry 

We have now learned that demand and supply are adjusted to 
one another in a purely conipeLiu\e market through ti;e attain- 
ment of a single and uiiiiorm price. ^Ve have also examined 
some of the lorces that lie behind tlie demand and supply sched- 
ule of such markets. It is now time to analyze the manner in 
which the profit seeking of firms provides a supply of goods in the 
most economical manner and adjusts this supply to changes in 
demand. How complete and eflicient these adjustments are de- 
pends in part upon the length of time that elapses before some 
new circumstance dictates a new kind of adjustmeni. However, 
even though complete long-run equilibrium may never be attained 
in practice, it is important that wc know its theoretical charac- 
teristics, so that we can sense the direction in which long-run 
forces are pulling the economy. 

Competitive Firm Equilibrium 

A purely competitive firm is characterizefl in various ways. For 
one thing it docs not differentiate its product, and its manage- 
ment has no problems of promotional effort or product design. 
The firm does not and cannot decide the price at which it sells 
its output, for this price is determined impersonally by the market, 
and the firm is only left with the choice of accepting this price or 
not selling. At tiie market price there is a demand for all the 
firm’s supply, and its management assumes that the firm can in 
no way influence the price. It is because of these circumstances 
that a firm’s marginal revenue is equal to the market price. 

MC = MR 

It is axiomatic, in price theory, that firms seek to maximize 
their profits, which means that they attempt to make their total 
revenue minus total cost as large as possible. Logically, this 
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means that a firm will strive to adjust its output so that its marginal 
costs are brought into equality with marginal revenue, which last 
is the market price under conditions of pure competition. How- 
ever, this rule is subject to the proviso that the total levenue is 
equal to or greater than total variable costs, for if this condition is 
not satisfied tlie firm will be better oil financially if it closes down^ 
at least temporarily. 

The logic of these statements can best be grasped by an examina- 
tion of tlie siiort-ruii equilibrium attained by the firm described 
in Table 22 and pictured in Fig. 24. In this case it is assumed 
that the competitive market price is $1.43. The output that 
equates MC to MR, or in this case makes it $1.43, is 155 units. 

One way of explaining why () is the most profitable output is 
as follows. Profits, which the firm attempts to maximize, are 
e(iual to total revenue (77{) minus total cost (7YJ). TC is the 
sum of variable costs (VC) and (ixed costs (FC). FC is a constant 
by definition. Hence profits arc at a maximum when TR minus 
VF is at a maximum. This excess of 7"R over FC, which when 
maximized incidentally yields maximum profits, is the operating 
surplus, sometimes called (]uasi-rent (()R). Now the area under 
the marginal revenue sc hedule, up to Q, rejnesents total revenue 
and the area under the marginal cost schedule, uj) to Q, stands 
for total variable costs. Hence the first area minus the second 
aiea rcpiesents the operating surj)lus or cpiasi-rent (QR)^ Ob- 
viously, as output is increased, Q/7 can only be inc reasing if MC 
is less than MR, and QR can only be decreasing when MC ex- 
ceeds MR. Hence (JR will be greatest when MC and MR are 
ecjual. As prolits are ecjual tc 3 c|uasi-vent minus fixed costs, and 
lixed cersts are constant, j^rofits will also be at a maximum when 
marginal revenue and marginal costs arc ecjual. 

Once the pric:e (F) and the cmiput (Q) are known, one can 
c alc iilaie a number of important financial magnitudes and ref:)re- 
sent them graphically as shown below in Table 24. 

! he total revenue of $221.65 is obtained by multijrlying the price 
($1.13) by the output (155). The jMofits in this case are “nega- 
tive,” and hence are really losses. However, total revenue exceeds 
total variable cost by $21.70, and this surplus is the “quasi-rent.” 
All these magnilucles are predicated on an output of Q. Another 
price would entail an entirely different equilibrium output for 
this linn. 
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TABLE 24 

Minimizing Short-Run Losses 


Item 

I'otal Revenue, (i.e., P X Q) 

Variable Cost 

Fixed Cost 

Vame 

.^;22i.r)5 

$199.95 

$100.00 

In t igure 24 

PCQP 

DEQO 

; upO or ABED 

Total Cost (i.e., VC + FC) 


$299.95 

Anna 

Profit (i.e., TR — TC) 



--$ 78.:^0 

—ABCP 

Quasi-Rent (i.e., TR — VCy 


$ 21.70 

PCED 


The extent of the fixed costs ($100) has no influence on the 
output. If fixed costs were $200, the marginal costs, which are 
calculated from changes in total cost or in total variable cost, 
would remain unchanged. Hence the output that equates mar- 
ginal revenue and marginal cost will remain the same. Also, if 
fixed costs doubled, the quasi-rent, which is based on total revenue 
and total variable cost, would not change. 

Minimizing Losses in the Short Run 

In the short run — a situation in which there are both fixed and 
variable costs — a firm often finds itself suffering a loss if it con- 
tinues in production. And yet the most profitable course of 
action is often not to shut down. The decision whether or not 
to keep operating depends upon which action will minimize 
losses. After all, in a rather unhappy way, minimizing losses is 
one aspect of maximizing profits. 

Firm A, in the present example, makes a loss of $78.30 per time 
period. However, if it shut down, it would be worse off. Ad- 
mittedly, if it ceased producing, it would “save” the variable costs 
of $199.95; but it would also have nothing to sell, and would hence 
also be without $221.65 of total revenue. Its losses would then 
be equal to its fixed costs of $100.00 per period. By remaining 
in production, this firm obtains total revenues that exceed variable 
coses by $21.70, and this “quasi-rent” goes at least a small way 
toward paying the fixed costs. In this way the total loss is cut 
from $100.00 to a minimum of $78.30. Production should be 
continued whenever it is possible to earn a positive quasi-rent. 
If the price should fall a little below $1.25, the lowest to which 
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A VC descends, there would be no quasi-rent, and hence no pro* 
duction. Output is zero at prices below $1.25. 

Therefore the MC curve is only a supply schedule for prices 
exceeding minimum AVC and for outputs beyond the point of 
diminishing average returns. 

Concept of Quasi-Rent 

Quasi-rent can be viewed as the income of the fixed factor to 
which inputs are being applied. For example, suppose there is 
a mining property, which is being “worked” with inputs of labor, 
power, and dynamite. What rental could a sensible operator af- 
ford to pay for a lease on the mine? The answer is the excess of 
total revenue over variable costs that would result if he worked 
the mine. The financial value of the mine would be the sum of 
all the jnesent discounted values of its future quasi-rents. If 
no (|uasi-rents are expected, the mine will have no present worth 
at all. Land that is left unused, oil wells that are no longer 
j)umped, and steamers that are indefinitely moored are presumably 
unable to yield a quasi-rent at the moment. Therefore, unless 
conditions are expected to become more favorable in the future, 
they |3r()bal)ly have no commercial value as productive assets. 

The Industry’s Adjustments 

1 lie many firms tliat make a common and undifferentiated 
product in competition with one another comprise an industry. 
Collectively, all the apple growers Avho supply a similar market 
are an industry, even tliough popularly they would not be called 
an industry. A given industry usually comprises large and small 
firms, old and new firms, and profitable and unprofitable firms. 

Short-Run Adjustments 

1 he price that confronts the firms of a purely competitive in- 
dustry IS hkely to change from time to time. Each time this 
price alters, the industry’s firms must adjust as soon as possible, 
for the moment, all linns will have some fixed costs, and so their 
first adjustiiieiit will necessarily be limited to the attainment of 
a new short-run ecpiilibrium. Eventually, if no further demand 
or cost changes were to occur, they should be able to complete 
their adjustment and reach a long-run equilibrium position. 
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Meanwhile other firms will also be entering or leaving the in- 
dustry. 

Figure 26 illustrates the short-run equilibrium of three firms 



Fig. 26. Competitive Firm and Industry Equilibrium. 


in an industry of many iirms. The price is determined by the 
industry or market demand schedule (based on the preferences 
and incomes of buyers) and the industry or market supply sched- 
ule (based on the production functions and factor costs of the 
sellers). Naturally, if this is a purely competitive market, there 
must be far more than three firms, and the collective supply must 
be many times that provided by these firms. This is indicated, in 
the figure, by the break in the quantity scale and price line, which 
must be imagined to represent a yard or two perhaps of horizontal 
distance. The three firms showii are designated A, B, and C. 

Firm A is making a profit at the going price, as indicated by the 
fact that the price line (P) lies above its average total cost curve 
(A Co), and for this reason it might be called a “superior” firm. 
Firm B is breaking even financially, as evidenced by the tangency 
of P and ACb, and may accordingly f)e described as a marginal 
firm. Unfortunately, Firm C is experiencing a loss, for P lies be- 
low ACcy and this firm can be described as “inferior” or “sub- 
marginal.” 

The outputs of these three firms are represented by Qo, Qi», 
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and Q,, respectively. In each case this is the most profitable output 
lor the firm in question under the circumstances. We can see 
that this is so because in each case the output is such that the 
firm s marginal cost is equal to the price. The average total costs 
of each firm are indicated by the abutment of the vertical quan- 
tity line with each firm’s AC curve. It is worth noting that, al- 
though each firm has different average total costs, they all have 
the same dollar marginal costs. This interfirni equality of dollar 
marginal costs is indeed inevitable, when all firms are confronted 
l)y the same price, and if they are maximizing profits. 

In the figure, only that part of each firm’s AIC curve is shown 
which lies Ireyond tlie point of diminishing average returns, where 
A yc is at a minimum. Hence these MC curves are also firm sup- 
|)ly schedules and have so been labeled. If the market price were 
to fall ever so slightly, firm C would close down, even in the short 
um, lor it would be unable to cover its variable costs from total 
revenue. Of the firms under consideration only C is not making 
a positive quasi-rent and only A is making a profit. However 
they are all operating for the time being. 

Long-Run Adjustments 

Ihiless the price rises, the situation shown in Fig. 26 cannot 
endure indefinitely. The day will sooner or later arrive when 
film f., laced perhaps with the necessity of replacing a large fixed 
capital item or closing down, will refuse to invest further funds 
to inc ur fixed costs it does not expect to recover. The disap- 
l)earance ol linn C irom the industry scene means that the upper 
portion ol the market supply schedule will shift very slightly to 
the left, ” 

In the long run, if there were no intervening price changes, all 
the inlerior or suhmarginal linns in the industry would be weeded 
out. 1 here would be no firms with average cost curves lyinfy 
al)o\ e the pi ic c line. 7die loss of all these firms, which contribute 
temporarily to supply in the short run, means that the long-run 
su|)ply ol the industry will tend to diminish, unless this tendency 
is offset by the entry of new and more efficient firms into the 
industry. 

Actually, if more firms leave the industry than enter it, so 
that the market supply schedule shifts to the left, the price will 
rise slightly in the absence of demand schedule changes. In this 
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case some of the firms that were subuiarginal at the old price may 
become marginal at the new price. If these firms can survive long 
enough, they can perhaps survive indefinitely. 

It is occasionally argued that, in the long run, the average cost 
curves of the superior firms would rise until they \/ere tangential 
with the price line. Supposedly this is due to a revaluation of 
employed factors by the superior firms. Foi instance, if Firm 
A*s short-run profits were due to ttie efforts of a manager who was 
worth far more to this firm than he was paid, in time he might 
obtain a proper salary increase. Or, if Firm A is depreciating 
a lot of equipment that it acquired cheaply, but which is really 
worth more to it than its accounting value, an accinate reassess- 
ment of its depreciation expense miglit raise the firm's average cost 
curve to the price line. Of course, the reverse argument can 
sometimes be made, to the effect that a revaluation of the assets 
and expenses of many apparently submarginal firms might show 
them breaking even on profits. For example, a firm might be 
suffering losses as a result of excessively high fixed interest charges; 
in the long run, if a reorganization occurred, these charges might 
be reduced to a point where the firm could escape further current 
losses. However one must not carry this argument too far. If 
all the expenses of firms were adjusted for profits at actual 
prices, apparent profits would always be zero, and all firms would 
appear “marginal." All that this procedure would accomplish 
would be to eliminate current profits and losses by converting 
them all into realized capital gains or losses. Such an approach 
does not alleviate the loss of people squeezed out in a reorganiza- 
tion. It tends to lose the baby with the bath water. 

The theoretical rule that all firms must make zero or positive 
profits in the long run is compatible with the more general rule 
that firms must secure zero or positive quasi-rents in order to 
continue operations. In the long run there would be no truly 
fixed costs. Hence TR — TC (which is profits) is equal to 
TR — VC (which is quasi-rent) in this special case. 

The main distinction between short-nm equilibrium and long- 
run equilibrium is that, in the short run, changes in market sup- 
ply arise from changes in the output and marginal costs of a given 
set of firms. Part of the long-run adjustment in market supply 
to a new price would come from this same source. However, part 
of a long-run contraction in supply would probably come from 
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the exit of siibmarginal firms, and part of an expansion in long 
run supply from the entry of firms. 

If the price in a competitive market is high enough to provide 
most of the existing firms with profits, this will naturally encour- 
age other entrepreneurs, who learn about these profits, to enter 
the industry. If existing firms, possessing no special advantages, 
can make profits, why might not a new concern do likewise? 
Naturally, profits, if expected to be relatively permanent, will 
provide a greater encouragement to new firms than profits that 
are generally viewed as transitory. 

During any given period of time, even when the market price is 
constant and general conditions remain unchanged, the popula- 
tion of the industry will be turning over. As we have seen, the 
exit of firms shifts the market supply schedule to the left, and the 
entry of new firms naturally has an opposite effect. When price 
is declining, the exits will probably outnumber and outweigh the 
entries, and hence tlie short-run supply schedule of the kind 
shown in Fig. 2(5, that is to say one that is the summation of all 
the supply scliedules of all the independent operating firms, will 
move uj)wards and to tlie left. Conceivably one might take these 
shifts in the short-run market suj^ply schedule into account and 
thereby construct a long-run schedule. The long-run schedule 
would be flatter than the short-run schedule for this reason. 

Industry-Wide Economies 

Mention was made, in the preceding chapter, of returns to 
s( ale, and this referred to the fact that, up to a point, most firms 
experience a reduction in unit costs as they expand output. 
These are sometimes referred to as internal economies because 
they are internal to the linn and do not depend upon any develop- 
ments outside (he firm. It has been alleged in the past that an 
itidusfry may also experience certain economies or diseconomies 
as the scale of its operations changes. 

^I he level of the cost curves of the firms of an industry depends 
upon a number of things that may be a function of the industry’s 
scale of operations. If, as industry output expands, particularly 
suitable factors become available, or if their price for some reason 
falls, or if conditions in general become more favorable for that 
industry, the cost curves of its firms may fall. Such economies 
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have been termed external economics because their origin lies 
outside the individual firms. 

It is not difficult to imagine circumstances that might give rise 
to external economics. The expansion of a new industrial area 
may cause special transportation facilities to be constructed. The 
existence of a growing demand for special kiiivls of ccpiipmcnt to 
be used by an expanding industry may lead to improved design 
and increased supply of such ecpiipmen'.. As an industry grows, 
it may be able to afford more powerlul ’obbies, and so (ff)tain spe- 
cial and favorable legislation. Industry advertising and industry- 
subsidized research may become mo^ e practicable. 

On the other hand, industry size ma^^ bring external disecon- 
omies. The greater the employment the industry offers, the 
greater the likelihood that its labor, which may have been non- 
union, will be organized. If the value and volume of an industry 
reach a considerable magnitude, the taxing authorities may be 
tempted to impose excise taxes. However, while it is not dif- 
ficult to imagine various sources of external diseconomies and 
economies, it is not easy to know whether they inevitably occur 
when industry output changes, so that no general principle can be 
enunciated. 


Interaction of Demand and Supply 

Prices equate demand and supply. However this is a very 
superficial view of what prices do. Prices fundamentally provide 
a means whereby all the forces ol demand can interact with all 
the forces of supply. 

On the supply side of a market there are many elements that 
must be taken into account. Some of the important elements are 
the production functions of firms and the prices of factors, the 
demand for joint supply products (if they exist), and the strength 
of the demand for substitute uses. On the demand side of the 
market there are many elements that are equally relevant. These 
include such things as the utility functions and money incomes of 
buyers, the supply of joint demand piodiTcts (if they exist), and 
the availability of rival supplies. Figure 27 illustrates in schema- 
tic form the main forces at work on the demand and supply sides 
of a market. 

Let us consider the price of butter as sold in retail stores pri- 
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marily for household use. The immediate but su^rjidal deter- 
minants of the price are the demand and supply schedule, of the 
market. These in turn dejsend upon the demand srl'eduks of 
individual buyer, and the supply schedules ol indmdual sellers. 
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Fig. 27. Forces of Demand and Supply Affecting Price. 


However, tlie demand for butter is affected by joint demand con- 
siderations on the one side, and by rival supply considerations on 
the other. A reduction in tiie price of bread, buns, and other 
jnoducts used with butter will increase the demand for butter. 
An increase in the prices of substitutes, such as margarine, will 
also increase the demand for butter. On the supply side, an 
iiK reasc in tlic price of cream, from which butter is made, will 
reduce the supply of butter. And a reduction in the demand for 
milk, which is in joint supply with cream, will reduce the supply 
of cows’ milk and butter. 

The demand for butter depends upon buyers’ utility functions; 
that is, upon the rate at which marginal utility declines with 
ciuaiuity consumed, and upon the extent to which the utility of 
butter depends upon the holdings and utility of other goods that 
are in joint demand or rival supply. Given the utility functions 
of buyers, the larger their money incomes, the higher the price 
tliey will offer for a unit of butter having a given utility. In the 
present case, we shall suppose that the real consumption of buyers 
is constantly improving, so that more and more of them are sub- 
stituting butter for margarine. Moreover, buyers’ money incomes 
are increasing, not only because the national stock of money is 
being expanded but also because of a propensity to hold a smaller 
fraction of income as cash. 
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The supply of butter depends upon suppliers’ production func- 
tions and the prices of factors. The production function depends 
upon the state of the arts and the extent to which improved tech- 
niques are developed. The prices of factors indii<'ctly depend 
upon the natural endowment of the country and the size of the 
labor force. If a nation has relative!'' little land suitable for graz- 
ing or raising f idder, the supply of l iittei vill he inor • restricted 
on this account. If alternative employments compete more 
strongly, so that perhaps rural labor going to the cities, the 
falling supply of agricultuial labor will tend to reduce the supply 
of butter. 

The price of butter must weigh all these elements of supply 
against all the elements of demand. If demand is becoming 
heavier relative to supply, the price will have to shift to keep 
the two opposing forces in balance. In the above case, the price 
of butter will have to rise, and this will accomplish the important 
task of preventing some uses and purchases while occasioning 
some outputs and sales that otherwise would not have been made. 

The economic world is always changing and the forces that af- 
fect a particular market do not remain the same. Each change 
must be absorbed through a readjustment by other elements in the 
situation. The stimulus that prompts these readjustments is usu- 
ally a price cliange. For instance, if Good A and Good B are in 
rival demand for Factor X, and Good B and Good C are in rival 
supply for Use F, an increase in the demand for A will lead in- 
directly to an increased production of C. Sometimes the adjust- 
ments to an autonomous change that affect one factor or product 
will cause extremely far-reaching readjustments. The original 
impulse is transmitted through the effect of price changes on the 
profit-maximizing calculations oL firms and the utility-maximiz- 
ing calculations of households. The price mechanism is an ex- 
tremely supple but powerful system for reconciling the conflicting 
wants and dislikes of producers and consumers, not only with 
each other, but also with the economic realities of the world we 
live in. 


Statements for Consideration 

1. Purely competitive prices are impersonal prices. Discuss 

2. Profits plus fixed costs equal quasi-rent. Explain 

3. In order to maximize profits a firm should adjust its output so 
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that marginal costs ccjual not marginal receipts but price. 

Evaluate 

A firm will minimize losses by shutting down if it cannot operate 
at a profil. " Evaluate 

.5. An asset that has no prospects of earning (|uasi-rents will have no 
value. Explain 

C), J'he three time periods of supply arc distinct categories that fail 
to merge into one another. Discuss 

7. Different firms in the same industry can be assumed to have always 
the same marginal costs but not always similar average costs. 

Discuss 

8. I^xpansion of an industry may lead to lower factor prices for firms 

and other external economies. Exemplify 

9. I he pi icc of a commodity is a sort of fulcrum point that balances 
numenjus demand considerations against numerous supply factors. 

Explain 

10. If the ])rice of butter rises, any one of a dozen things may have 

( aused it. Exemplify 

11. rhe price system is an extremely supple methcxl for reconciling 

consumers with ])roducers and with economic reality. Discuss 
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Monopoly and Monopsony 


A PURELY competitive marker iias been defined in Chapter IG 
as a market in which there were so many buyers and sellers that 
no one of tliem was able to inihience the going price. However 
this is not the case in many market situations. When there is 
only one seller (a monopolist), but many buyers individually 
without price influence, we say the situation is one of monopoly. 
On the other hand, when there is only one buyer (a monopsonist), 
but many sellers individually without price influence, wc speak 
of monopsony. What special considerations are important in 
monopoly and monopsony? 

The Concept of Monopoly and Monopsony 

By way of introduction, it may be useful to examine the mean- 
ing of monopoly and monopsony, and whether they really exist 
in a pure form. A monopolist is a single seller, but a single seller 
of what, where, and when? Similarly, a monopsonist is a single 
buyer of what, where, and when? If we consider the monopoly 
case in some detail, conclusions for monopsony can then be drawn 
from analogy. 

Let us suppose that some company is the only producer and 
supplier of aluminum in the country at the moment. This com- 
pany is then a pure monopolist if the what is aluminum, if the 
where is the United States, and if the when is now. However, if 
the what were not aluminum but the broader classification “light 
metals,” this company would not be a monopolist unless it also 
controlled the supply of magnesium. Also, if the where were 
not just the United States, but included other national markets 
in part supplied by rival aluminum producers, this company would 
not have a complete monopoly. Moreover, while this company 
may be the only supplier in some market at the moment, new 
discoveries and inventions, or even its own prices, may be prepar- 
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ing rival sources of supply. A firm has a complete and perfect 
long run monopoly only if, in addition to being the only seller of 
a sj)ecific good at the moment, it controls all rival supply goods 
in all markets in which it sells, and if there is no obvious threat to 
the continuance of this situation. 

Monopsony in any pure form is also rare. Most actual monop- 
sonists are governments, which have made themselves such through 
legislation. The United States Treasury is the sole buyer of 
newly mined gold in this country. Foreign governments that 
exer cise exchange control usually compel their residents to sell to 
them any arrd all foreign exchange they may acquire either from 
cxjjorts or in any other manner. 

Price Policies of a Pure Monopolist 

A pure monopolist, in seeking profits, is faced by certain special 
circumstances. The demand for his output is not infinitely elastic 
and he must determine his own price. Also, so long as he acts 
with restraint, he may not need to fear the long-run competition 
of new rival firms. 

Demand as Seen by the Monopolist 

The (leirrand schedule that corrfr onts a monopolist will normally 
be negatively inclined; that is to say, he can always sell more units 
of his product if he will quote a lower price to buyers. For 
example, a monopoWst m\g\\l be ab\e to seW uniVs at each., 
1,050 units at $9, or 1,250 units at $8 apiece, and so on. Tbis is 
in contrast to the situation of a purely competitive seller, who 
always receives the same market price whether he sells one unit 
or his entire output. 

The monopolist is concerned with the marginal revenue that 
he obtains when he lowers his price and thereby manages to sell 
a larger quantity. Marginal revenue is defined as the addition 
to total revenue occasioned by selling an extra unit. In the above 
case, what is the monopolist’s marginal revenue when he lowers 
Iris price from $10 to $9? The extra 200 units that can be sold 
at $9 realize a gross addition of $1,800 in total revenue. However, 
there is a partially offsetting loss of $850, because the 850 units 
^vhich could have been sold for $10 are now each sold for one 
dollar less. The net increase in total revenue is therefore $1,800 
minus $850, or $950, when 200 more units are sold through cutting 
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price from $10 to $9. The addition to total revenue, occasioned 
by selling one extra unit, is therefore approximately $950/200, 
or $4.75. 


I'ABLE 25 

Marginal Revenue Deriv action 
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Table 25 exemplifies the derivation of a marginal revenue 
schedule (column 6) from a demand schedule (columns 1 and 2 
taken together). Column 3 gives the total revenue obtained at 
each price, column 4 the change in total revenue, and column 5 
the change in quantity sold. The demand schedule in this ex- 
ample is of a rather special kind since it would appear as a straight 
line i£ graphed; and, because ot this, the marginal revenue sched- 
ule will also be rectilinear. It will be noticed that marginal 
revenue is zero near $7 and becomes negative when the price 
is reduced still further. The demand has unit elasticity at the 
quantity that yields zero marginal revenue, the reason being that 
zero marginal revenue means a momentarily constant total rev- 
enue, and a constant total revenue requires that the proportionate 
change in price and quantity be equal. The demand is elastic for 
quantities less than 1,450, for the positive marginal revenue in- 
dicates that total revenue is then inci easing with quantity, and this 
could only occur if the proportional e change in quantity were 
greater than the proportionate change in price. The demand for 
quantities greater than 1,450 is inelastic by converse leasoning. 

However, a difficulty still remains to be considered. Is mar- 
ginal revenue the change in total revenue that occurs when one 
sells a little more or when one sells a little less? For example, 
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reverting to Table 25, when 1,450 units are sold at $7.00, is the 
marginal revenue $.75 or -$1.25? Actually it is neither. All we 
know is that the average marginal revenue is $.75 between 1,250 
and 1,450 units and -$1.25 between 1,450 and 1,650 units. So 
long as we have such large discontinuous jumps along the price and 
quantity scales, we shall never know the exact marginal revenue 
at 1,450 units. One expedient would be to average $.75 and 
-$1.25, but the result would be only an approximation at best. 
Another imperfect mctliod is to adopt an arbitrary convention 
and pretend that marginal revenue is the change in total revenue 
either between N and N I units or between N and N — 1 units. 
1 he harsh but simple trutli of the matter is that the marginal 
revenue is ideally the rate at which total revenue increases when 
physical sales increase infinitesimally. There is no precise means 
of ascertaining tliis from discontinuous data, altliough approxima- 
tions of the kind described above are derivable. 

Marginal revenue can be ascertained graphically after the man- 
ner outlined in Fig. 28. What is the marginal revenue associated 
with the price and cpiantity indicated by point A on the demand 
schedule shown in this diagram? First, draw a tangent to A and 
have it intercept the vertical axis at Y (and perhaps also the hori- 
zontal axis at A). Second, drop a perpendicular to the vertical 
axis at P and to the horizontal axis at Q. Fliird, bisect the line 
AP at B, Fourth, draw a line from Y through B such that it inter- 
sects the perpendicular AQ at C. The marginal revenue at P 
price and Q cpiantity is then represented by the length of the line 
(JQ. A marginal revenue schedule c an be graphically obtained by 
c:anying out this same process for other points on the demand 
curve. For example, C/ could be shown to be the marginal rev- 
enue assoc iated with a demand of A', C/' to be the marginal rev- 
enue of the demand A", and so on. 

The student may wonder about the relationship among price, 
marginal revenue, and elasticity. The degree of elasticity (e) is 
ecpial to price divided by price minus marginal revenue; sym- 
bolically, 

_ P 
(F-MR) 

Or, in terms of the diagram letters, Q\'/QO (which Chapter 16 
showed to l)e a measure of elasticity) is equal to AQ/AC. Geome- 
tricians may care to prove this after the manner of Euclid. 
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The difference between price and marginal revenue — AC in 
Fig. 28 — is the increment in buyers’ surplus that purchasers obtain 
at this point in the price range. The distance A Q represents the 
worth of the marginal (or Qth) unit to buyers. QC represents the 



Fig. 28. A Monopolist’s Marginal Revenue and 
Demand Elasticity. 


addition to the seller’s total revenue from selling this Qth unit, 
"rherefore the difference (AC) is a surplus for the purchasers. 
Elasticity is accordingly equal to price over marginal buyers’ 
surplus. Also, what is true at one marginal point, such as that 
of the Qth unit, will also be true of all other units. 

If we sum successive increments, we obtain aggregates. There- 
fore, for a quantity of OQ units, the total ube value of all purchases 
to the buyers is represented by the area DAQO, the total revenue 
of the seller by DCQO, and the aggregate buyers’ surplus by DAC. 
We also know from Chapter 16 that sellers’ revenue can be shown 
by PAQP and buyers’ surplus by DAP. 
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Short-Run Pricing 

A monopolist, no less than an entrepreneur in any other type 
of market situation, presumably attempts to maximize profits. He 
knows that, as he produces and sells more, his total costs will in- 
crease, while his total revenues will increase up to some output 
and then decrease. Therefore the problem of the monopolist is 
to ascertain the output at which his total revenues cease to increase 
as r.ipidly as his total costs when he expands output. He must 
estimate the selling price that will equate marginal cost and mar- 
ginal revenue. In general this is always true. However, the 
solution of this problem involves special considerations, depend- 
ing u|)on whether the relevant supply period is immediate market, 
short-run, or long-run. 

In the short-run the monopolist has both variable and fixed costs 
by delinilion. He will therefore have four distinct cost relations 
to (onsider — AFC, and ATC — and these we shall as- 
sume are as set Ic'iih in Fig. 29. The MR schedule is calculated 



on the supposition that any given output is always sold at the 
Iiighest price it will bring on the market. In this case the most 
profitable quantity is Qj because the NIR and M.C curves intersect 
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at that output, and this can be sold at a price P, according to the 
demand schedule. Hence, the monopolist can be theoretically 
expected to announce a price of P. His per unit profit will be CP 
and his total profit will be the rectangle PABC. 

Some of tlie alternative possibilities that are open to the monop- 
olist, but which he should not adopt, are worth noting. (1) He 
does not charge the highest possible price (D). Theoretically, 
such a price would only sell one unii. Only an infinitesimal frac- 
tion of the overhead would be covereH and his losses would cer- 
tainly be enormous. (2) He does not produce and sell the output 
that gives him lower total per unit costs than any other [E), Such 
an extended output realizes a depressingiy lower price as well as 
reduced unit costs. Marginal revenue may now even be negative, 
and the last part of his production has obviously added more to 
costs than to receipts. (3) He should not seek to produce and 
sell the output that yields the greatest per unit profit (EG). It 
is total profit and not irnit profit that should be maximized. Mar- 
ginal revenues will still exceed marginal costs at the output that 
maximizes per unit profits. 

In the past, there has been some controversy whether a monop- 
olist can pass on or must absorb a specific or an ad valorem excise 
tax on each unit of output. It used to be sometimes argued that, 
inasmuch as the monopolist was presumably charging a price that 
maximized his profits before the imposition of any such tax, he 
would continue to charge the same price after a tax levy. This 
view is incorrect. A specific excise tax can be thought of as an 
addition to the monopolist’s marginal cost curve, in which case 
he will alter his price so that ‘ old” marginal revenue and “new” 
marginal cost will again be equal at a new and lower output. An 
ad valorem excise tax can be analyzed as though it were a constant 
proportional deduction from the monopolist’s demand schedule, 
so that his marginal revenue schedule is shifted, and so that a 
higher price and lower quantity are now required to equate 
marginal cost to marginal revenue. In general a monopolist will 
pass on part of an excise tax. However, the final price increase 
will probably be less than the tax, so that part of the tax, but 
only part, is absorbed by the monopolist. 

Another point of interest is that there is no individual supply 
schedule when we come to deal with a monopolist. There is no 
one curve from which, knowing the price, one can read the quan- 
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city supposedly supplied. The reason for this is that a monopolist, 
unlike a purely competitive supplier, does not adjust Ins marginal 
costs to price. 

Market Period Pricing 

An immediate market period was defined as one in whirli all 
costs are fixed and none are variable. When stub an extieme 
sitiintion is encountered, MC and AVC are always both zero and 
hence do not bother the entrepreneur. The and A1 (j 

relations to output are identical. Idgure ^^0 depicts this uncom- 
mon case. 



Fig. 30. Monopoly Profit Maximizing in the 
Market Period. 


Tiic diagram sliows that tiie enterprise has completed the pro- 
duction of OS units and brought them to market. It has OS units 
a\ailal)le for immediate sale and we shall suppose that there are 
no storage alternatives. If OS units were dumped on the market, 
they would only bring a price of OD. The question therefore 
arises wliether this monopolist would not realize greater profits if 
lie withheld part of his supply and allowed it to go to waste. 
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Chapter 20 stated that profit maximization required the same 
policies as maximizing quasi-rent. Quasi-rent is ecpKil to TR 
minus TVC, In the market period TVC is always zero. Con- 
sequently, the maximization of quasi-rent is reduced in this simple 
instance to a ma vimization of total ^'cve tie. RR is at a maximum 
when MR is zeio. MR is zero when Q unus are sold. Q units 
can be sold when a price P is demanded. Hem e P is the price 
the monopolist charges, and he desjinys which is the unsold 
balance of his supply. 

The simultaneous maximization of profits, quasi-rent, and total 
revenue that profitably occurs in the market period in\olves an 
equation of AIR and AfC^ as alwayr. A price is deliberately 
chosen which renders MR zero. And MC is also zero, since there 
are no variable costs in the market period. 

If the total supply brought to market were less than the quantity 
that renders MR zero, all produced units would be sold, and the 
output-sale point that might eejuate MR and MC would never be 
reached. Monopoly in the market period does not inevitably 
require that some of the available supply be thrown away. After 
all, when the supply is too great to be disposed of at the optimum 
price, the monopolist has invested money in producing units from 
which he obtains virtually no return, and he has miscalculated to 
his own loss. 


Pricing by a Monopsonist 

A monopsonist, as the only buyer in a market, will normally be 
confronted by a positively inclined supply schedule, which means 
that he will have to pay higher prices in order to obtain a greater 
quantity. For example, he may be able to obtain 100 units at $1, 
but will have to offer $2 before 150 units will be offered. Under 
circumstances such as these the monopsonist will distinguish be- 
tween average purchase cost {APC) and the marginal purchase 
cost (MPC). 

Table 26 exhibits the way in which marginal purchase cost is 
derived from average cost of purchasing ir the case of a monop- 
sonist, Column 1 gives the various price offers of the monop- 
sonist, column 2 gives the quantities that will be offered to him at 
these prices, and so the two columns together constitute a supply 
schedule. Column 3 gives successive total costs. Column 4 is 
the change in total cost. Column 5 is the change in quantity. 
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Column 6, which is column 4 divided by column 5, approximates 
the addition to total cost occasioned by purchasing an extra unit 
(i.e., MPC). 


TABLE 26 

Monopsony Calculations of Marginal Purchase Cost 


(1) 

(2) 

(3) 


(5) 

(6) 

P = APC 

0. 

rc 

ATC 

AQ 

MPC 

$1 

100 

$ 100 

$200 

50 

$ 4 

2 

150 

300 

300 

50 

6 

3 

200 

600 

400 

50 

8 

4 

250 

1,000 

500 

50 

10 

5 

300 

1,500 

600 

50 

12 

6 

350 

2,100 

700 

50 

14 

7 

400 

2,800 





The monopsonist’s price is also his average cost of purchasing. 
If he buys 150 units at $2, the total cost is $300, and the average 
or cost per unit is equal to the price of $2. The marginal pur- 
chase cost is always greater than the average purchase cost when the 
supply schedule is positively inclined. The reason for this is 
simple. In order to buy 150 units instead of 100, the monop- 
son ist must olfer a price of $2 instead of $1. The addition to his 
total costs is then not only $100 (the extra 50 units times the 
purchase price of $2) but actually $200 (because the 100 units that 
could have been obtained at $1 now cost one dollar each more 
than before). In the above example, APC is a straight line, and 
therefore MPC is also rectilinear. 

The price elasticity of supply can be calculated from the formula 

P 

^ MPC - P' 

At a price of $2.50 the elasticity is approximately .71 [i.e., 
2.50/(6.00 — 2.50)]. It is interesting that, at another price, the 
elasticity will differ, even though the slope of tlie supply schedule 
is the same in each instance. 

A monopsonist is human and wishes to extract the greatest 
possible gain in his buying policies. He may have a series of 
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maximvim reservation prices that express the use value to him of 
each successive unit, as shown by D in Fig. 31, (The manner in 
which this use value schedule is determined need not detain us 
here.) He can also calculate the marginal cost <>£ purchasing 



(MPC in Fig. 31) providing that he can first estimate the supply 
schedule (curve S) that confronts him. The most advantageous 
rate of purchasing will be that which equates the marginal use 
value (D) and marginal cost of buying (MPC). Such a quantity 
is Q. He attempts to purchase this amount at the lowest possible 
price (P). 

In this manner the monopsonist maximizes buyer’s surplus. 
The area under the demand schedule represents the aggregate 
use value to him of different quantities. The area under the 
marginal cost curve represents the aggregate cost of making pur- 
chases. The difference in area — i.e., the space above MPC but 
below D — is greatest at Q quantity for the reason that MPC and 
D intersect at A. 

What would be the effect of a payroll tax of 20 per cent if the 
supply situation confronting this monopsonist constitutes the 
labor of potential employees measured in man-hours? The im- 
position of the tax does not alter the use value of labor to the 
employer (the D schedule) or the willingness to work of prospec- 
tive and actual employees (the S schedule). The immediate sig- 
nificance of the payroll tax is that the enterprise has an additional 
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tax expense of $2 for each extra $10 in aggregate payroll cost. 
Accordingly there will be a new marginal purchase cost schedule 
(AIPCt) that will always have a vertical height 20 per cent higher 
than that of the previous marginal purchase cost curve (MFC in 
Fig. 31). The employer will now be concerned with the equation 
of MPCt and Dy which occurs at point B, and results from taking 
Qj man-hours of labor. Such a quantity of labor can be obtained 
for the lower price of Pf Part of the payroll tax has been shifted 
to the workers in the form of lower wages, and there is also less 
employment. 

Monopoly with Monopsony 

It sometimes happens that simultaneously the supply side of the 
market is monopoli/ed and the demand side is monopsonized. In 
this case value theory cannot tell us what price and turnover will 
eventuate. The monopolist will be striving for the relatively 
high price that maximizes liis seller’s surplus and the monopsonist 
will be seeking the relatively lower price that would maximize his 
buyer’s sur])lus. These two alternative prices are theoretically 
determinate and together they mark the extreme limits to which 
the price might rise or fall. The actual price in such a case will 
probably be a negotiated and intermediate one. A compromise 
price, which arises from bargaining, will only equate market 
supply and demand by accident (see also Chapter 28). 

Long-Run Considerations 

Private monopolies and monopsonies do not set prices in quite 
the ruthless and exacting manner some people seem to believe. 
They frccjuently refrain from making the maximum short-run 
profit from fear of long-run repercussions. There are two im- 
portant explanations for this restraint. One is the lack of anonym- 
ity enjoyed by monopolists and monopsonists. The other is that 
their monopoly or monopsony is often conditional upon their own 
behavior. 

The identity of a monopolist is known; its behavior now will 
attach ill will or good will to itself in the future. If there is a 
sudden increase in demand in the short run, the exaction of a full 
monopoly jMofit from the situation may lead to future boycotting 
when the need for the nionc3polist’s output has declined. If the 
monopolist becomes too unpopular with too many people, it may 
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find itself the subject of a government investigation or of special 
and unfriendly legislation. 

This is all in marked contrast to the situation of a purely com- 
petitive producer and seller. Farmer Jones can exact the full 
market price during a wartime period of extreme demand for 
wheat and yet remain protected. Buyers do not know him or 
remember him in the future. Moreover, he is one of so numerous 
a company that they can collecdveiy inPucnce legislation in their 
favor. 

In many cases a monopolist knows that its own behavior can 
upset its current monopoly situation. If prices are set too high, 
supplies may be imported from other areas, despite transportation 
expense or customs duties. If prices remain too high, new sources 
of supply may be produced from operations that at lower prices 
would be submarginal, and hence have not yet been developed. 
When a monopoly of the moment depends upon some patent, the 
monopolist must always remember that at certain prices the use 
of inferior and unpatented processes may become profitable. 
Sometimes there is a single producer and seller in the area, even 
though entry is free, because the current monopoly established 
itself first, and there is not enough business to provide profits for 
more than one seller at present prices. However, at higher prices, 
a share of the present business volume may promise sullicient 
profits for newcomers to provoke their entry. 

In short, the monopolist, and no less the monopsonist, must 
either exercise enough restraint in his profit-seeking or else 
occasion hostile government investigation or regulation, the estab- 
lishment of neighboring rival concerns, or imports from distant 
markets or exports to them. Monopolies and monopsonies can- 
not profitably forget that they exist in a social and political milieu. 

Statements for Consideration 

1. A monopolist charges the highest price buyers will pay. Discuss 

2. A lower price increases total receipts if more units can be sold. 

Evaluate 

3. There is no such thing as a pure monopolist in the real world. 

Discuss 

4. The United States government is a monopsonist in some respects. 

Explain 

5. The marginal outlay of a monopsonist is different from the price 

per unit it pays for purchases. Exemplify 
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6. A monopsonist can never shift any part of a tax per unit of input. 

Evaluate 

7. Long-run equilibrium for a firm also invohes short-run equilib- 
rium. Explain 

8. A monopolist may under certain circumstances follow a different 

jjricing policy in an immediate market period situation than might 
a purely competitive seller. Discuss 

9. A long-run planning curve represents the average total costs of 
the plant a firm should actually build and operate in the long 

Evaluate 

10. During a period of sudden emergency demand it is the purely 
competitive sellers who often gouge the public more than the 

monopolists. Discuss 
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Non-Price Competition 

A DisiiNCTioN has already been tnat^e (see Chapter 15? between 
those goods the character ot which is dctcrnilned largely by nature 
(for example, coal, apples, and meat), those that are fabricated 
but sold largely by specification (lor example, sheet steel, lumber, 
and plate glass), and those that are differentiated from one another 
(for example, Buick cars, Philco radios, and Rogers silverware). 
The last class of goods were called differentiated goods. The 
makers of differentiated goods, which always carry brand names, 
may or may not compete on a price basis, but they must almos^ 
inevitably engage in what is often termed non-price competitioi#^ 
Non-price competition comprises product rivalry (for exampl^ 4 
better quality, more service, flashier appearance) or promotioir^ 
rivalry (for example, more advertising, extra salesmen, better 
public relations). The production and sale of consumer goods is 
especially characterized by non-price competition. 

Price, Product, and Promotion 

A monopolistic competitor, selling a product that has been dif- 
ferentiated, either physically or psvchologically, has three weapons 
to use in the struggle to win profits. He can cut his price, and so 
filch clients away from those rivals who do not cut their prices in 
retaliation; he can make his product better or more attractive, and 
so divert custom; and by clever promotional campaigns he can vest 
his product with greater utility power m the minds of buyers, and 
so increase their demand for it. Price cucs, improved product 
quality, and intensified promotional effort are highly strategic 
variables in commercial rivalry. 

Price, product, and promotion are related to output, and also to 
one another. Six of the most important relations are as follows: 
output and price (negative), product and price (positive), prod- 
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uct and output (positive), product and promotion (negative), 
promotion and price (positive), and promotion and output (posi- 
tive). A negative relation means that a change in one variable 
is associated with an opposite change in the other variable. Fig- 
ure 32 dejjicts these relations. 



Fig. 32. Price, Product, and Promotion. 


Ultimately it is, of course, the effect of changes in these four 
variables upon total revenue and total cost, and hence upon prof- 
its, that concerns the businessman. An expanded output will 
only iiu lease revenues if demand is elastic, whereas it will always 
increase total costs. An improved product and intensified promo- 
tion are negatively related and serve as substitutes. Intensified 
promotion or product improvement will indirectly increase total 
revenue, through either a higher price or greater output, and will 
raise total costs directly. 

Promotion or Product as a Variable 

Promotional selling effort is expensive, and obviously it would 
not be undertaken if there were no way of exploiting the enhanced 
consumer acceptance that it normally creates. In general (see 
Fig. 32V the advertiser can recoup his expenditures and presum- 
ably make a profit, by selling more units, raising his price, or 
deteriorating his product. Some of these ways to maximize profits 
through promotion or product change will now be examined. 
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When Price and Quality Are Fixed 

Occasionally a producer has a price and product that are con- 
stant for all practical purposes so that only the sah s element is 
free to vary. For example, sellers of soft drinks know that the 
public accepts the “nickel” price as traditional, and tlierefore they 
don t alter prices, say, from 4 cents to 6 cents a bottle; also, if the 
bottle has a special shape and size, it may be difficult to alter the 
product itself without scrapping a large bottle investment. How 
will a producer make use of promotion to maximize profits in this 
simple case where sales vary but price and product arc constant? 

If the producer did not undertake any promotion, he would be 
able to sell some given number of units (Q) at some conventional 
price (P), as shown in Fig. 33. He can sell no more units at this 



price because he has reached the demand curve (D) that normally 
exists for his unchanging product. His marginal costs of produc- 
tion are shown by the MC schedule and are actually AQ for Q 
units of output. His marginal receipts curve is PB if price is 
constant in practice. Accordingly the producer can hardly be 
maximizing profits if his marginal costs at Q output are so much 


312 NON-PRICE COMPETITION 

inferior to his marginal receipts. He should produce and sell 
more units, but, under our assumptions, he can only increase sales 
tfirough promotion, for price and product are unalterable. 

However, promotion involves an expense, and so the marginal 
cost of producing and selling some output beyond Q will be 
higher than the marginal cost of producing it alone; consequently, 
in the diagram, MCp (the marginal cost of producing and selling) 
lies above MC (the marginal cost of only producing) for all out- 
puts to the right of Q. What this means is tliat the producer, by 
spending money on promotion, can shift the demand curve for 
his product over to the right, and hence sell extra units of a given 
product at the traditional price. He should pursue this policy 
until MCp is ccjual to marginal revenue, which last, under our 
assumptions, is always equal to the price. 

1 he most profitable arrangement is to produce and sell Qp units 
of output, for MCp and the price line intersect at C. The sales 
curve confronting the firm has been shifted from D over to Dp so 
that sales at P price have expanded from B to C or from Q to Q,p. 
It now costs DQp to produce the “last” unit and CD to sell it. 
Resorting to promotion has increased the enterprise’s receipts by 

QpQ’ production costs by ADQpQ, selling expense by ACD, 
and profits by ABC. 

Parenthetically, it will be recalled that jnoduct improvement 
and intensified promotion are alternative means for gaining sales 
at a constant price. This can also be shown in Fig. 33. The 
schedule MC^^ shows the marginal cost of selling different outputs 
of varying quality at a constant price and with no promotion. 

If the management arbitrarily decided to vary the product, in- 
stead of promotion, it would add quality until the demand sched- 
ule had shifted over from D to A/. Sales would then be at the 
constant price, (iross receipts would increase by BEQqQ, costs 
of producing a changing product by G£QgQ, and profits by GBE. 
In the present case it is clear that the profits can be increased 
more by intensified promotion (a gain of ABC) than by product 
improvement (in which case profits increase only by GBE). How- 
ever this need not always be so. 

When Sales and Quality Are Fixed 

Sometimes an enterprise does not wish to increase its sales for 
the time l)eing. It may temporarily be at capacity production 
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and so be unable to sell more units. However, the producer can 
still undertake promotion, if he wishes to exploit its effect by in- 
creasing his prices. 

Ihe financial effect of using promotion solely to increase price 
can best be understood if we construct a diagram that represents 
total revenue and total cost on the vertical axis and the extent of 
promotion along the horizontal scale. The extent of promotion 
must be measured physically, and not iinancially: for instance, 
newspaper advertising might be mea>urcd in terms of column 
inches. 

Figure 34 shows a case in whicli the only promotion is news- 



Fig. 34. Advertising with Unchanged Quantity and Quality. 


paper advertising and the charge for space is a uniform sum per 
column inch. Hence the total-cost-of-advertising schedule (TC) 
is a straight line. The amount of total cost with zero advertis- 
ing (OA) shows the expense of producing the given output. Fig- 
ure 34 also shows that total revenue (TR) increases as more 
newspaper space is bought. The explanation of this is that, with 
more press advertising, it is possible to sell a given output at a 
higher price and hence for a greater total revenue. The volume 
of output and sales is assumed equal and constant. It would be 
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possible, but not particularly helpful, to convert the vertical scale 
into average cost and average revenue, simply by dividing the 
constant output into total cost and total revenue. 

The number of column inches of newspaper advertising that 
will maximize profits is that which finds the total revenue curve 
most above the total cost schedule, it would be unwise to carry 
on no advertising. As the figure shows, not only would no adver- 
tising cause a loss, but, as promotion is started from zero, total 
revenue increases faster than total cost increases. We know this 
from the fact that TR is steeper than TC for small quantities of 
advertising. Actually, the additional revenue to be obtained from 
buying an extra column inch of newspaper space is shown by the 
slope of a tangent drawn to the TR curve; and tlie addition to 
total cost, similarly occasioned, is represented by the slope of a 
tangent drawn to the TC schedule. (In this particular case the 
marginal cost of advertising is constant and equal to the average 
cost of a column inch because we are assuming that the newspaper 
makes a uniform charge for space.) Profits will be maximized 
when the marginal receipts (MRa) and marginal costs (MCa) of 
advertising are the same; that is to say, when the slopes ot TR and 
7YJ in the figure are similar for the same amount of advertising- 
space. rangents drawn to TR and TC arc parallel at P rate of 
advertising, d he total revenue is then R, total cost is C, and 
jjrolits {R — C) are at a maximum. The price charged for each 
unit of the product will be the total revenue (R) divided by the 
fixed (|iiantity of output. 

Incidentally, it is j)ossible to show the effects of changing prod- 
lu't (|uality iq^on total receipts, total costs, and profits by means 
of a diagram wholly analogous to Fig. 31. Quality might be made 
the horizontal variable and advertising held constant, instead of 
the other way around as we have just assumed. Of course, 
“(juality” is too vague a concept to use as an independent variable, 
and it is necessary in practice to concentrate attention on a single 
characteristic of the product. For instance, in the case of gaso- 
line, octane rating is an important product attribute, and so might 
be used as the (juality variable. The profit maximizing producer 
should provide just the amount of quality that renders total- 
revenue-of-quality most in excess of total-cost-of-quality when 
outj)ut is held constant. Changes in total revenue are then due 
to the fact that a higher price can be charged for a better product. 
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Sales and Price Effects of Promotion 

So far we have considered the amount of promotion that maxi- 
mizes profits when a producer is free to vaiy either his sales or 
price, but not both. We shall now take up the case of how to ad- 
just price and sales to maximize profits when a given promotional 
undertaking has already been decided upon and the expenses in- 
curred. The product’s quality is temporarily impounded in 
ceteris paribus. 

The predetermined selling effort shifts the demand schedule 
for the enterprise’s output upwards and to the right (see Fig. 35). 



Fig. 35. Price Effect of Advertising with 
Unchanged Product. 

A new marginal revenue schedule (MRp) is derivable from this 
new demand schedule (Dp). The marginal cost schedule shows 
only the addition to total cost of producing an extra unit of out- 
put, and so is presumably unaffected by the selling activity that 
has already been decided upon. Figure 35 shows that the most 
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profitable output after promotion (Qp) equates MRp with marginal 
costs and tan be sold for a new price {Pp). 

The relation between the new and the old price is definite. 
The price after promotion (Pp) will be greater than the prior 
price (P) if either marginal costs are higher at the new output or 
if the new demand schedule is less elastic than the old demand at 
the old price. In Fig. 35, c is the marginal cost at Qp output 
minus the marginal cost at Q output, and t is the intercept made 
by a tangent to Dp at Qp output minus the intercept made by a 
tangent to D at Q output. We now have the formula: 


Promotion can therefore be expected to increase price unless 
either c or t is sufficiently negative to offset the other. In some 
enterprises, marginal costs may fall with output, and then c will 
have a iniiiiis value. However, a promotional undertaking that 
only shifts demand to the right, and does not flatten the demand 
schedule considerably, will make t positive. A priori estimates 
are dangerous, but in a majority of cases one might expect promo- 
tion to increase price, especially in the short run when there is 
insufficient time for higher prices to attract new firms into com- 
petition. 

It is unlikely that promotion will so raise the price that fewer 
units of output arc sold afterwards than before. The inter- 
section of MRp with the marginal cost schedule will only be at 
an output below Q if the new demand schedule is considerably 
steeper than before. Such an eventuality is possible but not 
j^robable. 

Incidentally, the effect of a product change can be shown in a 
manner analogous to the above analysis, il it is assumed that price 
and sales can vary but promotion is set. An improvement in the 
quality of a product will, promotion unchanged, shift the demand 
schedule to the right. The extent to which this stronger demand 
will be exploited through selling more units or raising the price 
depends again upon the elasticities of the demand schedule and 
the effect on marginal costs of changing the product. In almost 
all cases a better product, in the sense of a more acceptable product 
commercially, wall involve an upwards shift in the marginal cost 
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curve. The probability of a higher price is therefore consider- 
able. Sales may also increase in rjuantity. 

Controversies over Advertising 

The most outstanding example of promot ion is of course ad- 
vertising, and advertising has always, since its inception, been the 
center of controversy. It has been piaised and blamed for many 
reasons. It has been giveti ilie credit for spurring men and 
women on to greater productive elforts so that they will have extra 
income to buy gocxls that ii(l\citising iias made them want. On 
the other hand, the low birtli rate of American families has been 
attributed to the fact that many parents can only indulge hi the 
semiluxury consumjnion that advertising especially promotes 
through the economies of having fewer children. More fre- 
quently, however, the argument concerns the price effect of ad- 
vertising, and here the layman encounters many fallacious proposi- 
tions. Some of these will now be considered. Also a more basic 
economic evaluation of promotion will be suggested. 

Mass-Production Economies Argument 

It is often argued (1) that advertising increases sales, (2) that 
a higher output realizes mass-production economies, and (3) that 
the resultant lowering of unit costs is passed on to the consumer 
in a lower price. Each of these three links in the chain of argu- 
ment should be separately tested. First, we have seen that ex- 
panding output is only one way of exploiting the enhanced con- 
sumer acceptance that results from siuxessful advertising; the 
management might decide instead to raise the price or adulterate 
the product. Second, not all enterprises have equilibrium out- 
puts, without advertising, below the volume that minimizes 
total costs; and, even if the average cost of producing is still fall- 
ing, the expense of adveitising may be greater than the produc- 
tion economy obtained in this manner. Third, even if we 
grant these first two points for the sake of argument, we have 
every reason for doubting that any cost reduction per unit will be 
passed on in lower prices. Producers do not deliberately set their 
prices according to unit costs. The owners of the enterprise 
would surely prefer to pocket any cost economies as profits. 

Of course, it is conceivable that competition mighc compel the 
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management in certain cases to pass on these economies despite 
its wishes, hut successful advertising usually has the effect of re- 
el ucizig competition and investing each producei witli limited 
monopoly powers. The short-run effect, before otJier firms come 
into the group, need not be the effect that is suggested by the 
apologists for advertising. In a longer-run period, the possibility 
of attaining lower unit costs with a larger j)lant is greater, but 
will the advertising firm prefer to exploit this possibility.^ 

Consumers-Pay-the-Cost Argument 

It is often argued that advertising costs money, that producers 
do not ordinarily make outlays which they cannot recover, and 
that buyers tlierefore pay for the advertising in the selling price. 
Such a case cannot logically be made against advertising unless 
one assumes that output cannot be expanded. No one will deny 
that the cost per unit of a given output is greater when there is 
advertising, or that in the long run producers expect to cover all 
their costs. However, advertising may cause an increase in sales, 
and the unit costs with advertising of a lughcr output may be 
lower than tlie unit costs of merely j)roducing a smaller output. 
Nevertheless, as we have seen, it is still questionable whether any 
such unit cost saving will cause lower prices. This argument also 
ignores the j)Ossibility of quality change. And, whereas the argu- 
ment which favored advertising suggested that the only possible 
rea( tion was a change in sales, the hostile argument implies that 
the \oliime of output cannot be varied. In both cases it is more 
reasonable to expect a combined price and output effect from 
promotion of all kinds (see Fig. 32). 

Economists’ Approach to Evaluating Promotion 

An economist should never attempt to judge the desirability of 
advertising, or of any other kind of promotion, according to its 
effect on price. The injury inflicted on a consumer by a higher 
price may be offset by a gain for the enterpriser or the factors that 
he employs. Any analysis that stops at the price effect is alto- 
gether too superficial to be useful. 

A fundamental evaluation of promotion must be related to 
questions of adequate resource employment and proper resource 
allocation. Docs advertising so whet consumers’ desires that they 
will work harder and the economy will produce more? It is ex- 
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tremely difficult to say anything conclusive on this score and it 
is even questionable whether economic activity is desirable per se. 
Could the resources that are employed in promotion — equal in 
value to 3 or 4 per cent of the national income of the United States 

be used for other purposes that would contribute more consumer 
satisfaction? In a great many instances tlu re can be little doubt 
that promotion does not invest the product with any extra utility 
and that the labor and materials that it requires are being wasted. 
Humans are suggestible animals, liowever, and in other cases the 
user may enjoy attributes that exist only in his mind; if advertis- 
ing has convinced a woman that she can be more successfully 
feminine by using “Allure"’ perfume, have the resources used by 
the promoter and the extra price she paid really been a waste for 
the economy or for herself? 

Even a socialist economy might advertise cosmetics and other 
such goods. There is limited advertising in the Soviet Union. 
If the same value of economic resources can produce lOOx units 
of unadvertised goods or 96x units of highly advertised goods, and 
if the latter arrangement provides more total utility, then this 
advertising opportunity would seem to be economically worth 
while. The same sort of test in other cases might, of course, indi- 
cate that promotion was economically wasteful. 

Why is Non-Price Competition so Prevalent? 

During the present century the trend in the United States has 
been in the direction of more and more promotion and product 
competition. Price competition in many markets has ceased or 
has become relatively unimportant. Wliy is product differentia- 
tion becoming so strenuous and prevalent? 

One reason is probably that fifty years ago a much smaller frac- 
tion of the national product consisted of goods that lent them- 
selves to differentiation. There were few or no automobiles, 
refrigerators, vacuum cleaners, or radios produced. Most women 
bought yardage materials or wool and made or knitted their 
clothes. More households were more self-supporting as regards 
food, partly because rural families found it harder to get supplies 
from town, and partly because women were prepared to spend 
more of their lives in their kitchens. Nowadays a nev/ car may be 
preferred to improving the home, many women’s clothes are na- 
tionally advertised, and soup comes from a can. It is impossible 
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for goods bouglil at retail not to be differentiated, if only because 
of the location of the store or the personalities of the sales people, 
and the relative decline of household production has naturally 
meant that more goods flow to consumers through retail outlets. 

AiKJthcr im[)ortant reason is that differentiation has repeatedly 
been found io pay. The branding and advertising and packaging 
of such commonplace gocxls as oranges, milk, bread, soap, and even 
coal, to cite a few familiar examples, has permitted the enterprisers 
in cjuestion to make a profit. The profit has tended to come from 
mass production economies, from higher prices, or from adultera- 
tion of the product. In some cases the result is economically 
beneficial and in others it is not. 

In many lines of industry and trade, production has become 
concentrated among a few sellers, whereas previously it was 
dispersed among a greater number. Such a transition to oligop- 
oly from polypoly may alter the attractiveness of non-price com- 
petition versus price competition. When a firm is one seller 
among many, and enjoys only a small share of the market’s sales, 
it may apj^ear that price cutting will greatly increase sales and 
total revenue, for cross-elasticities of demand are generally high. 
However, ^vhen a firm is one of a few sellers, it is likely to become 
rather nervous and self-conscious about price cutting. From its 
su])eiior vantage point, such a firm can see that its price reduc- 
tion may cut so painfully into the sales of its rivals, and be so 
obvious to them in turn, that they will reduce prices in retalia- 
tion. If price cutting is seen to be too dangerous, rivalry must 
take other forms. As it happens, product differentiation, through 
promotion, probably becomes more practical and profitable when 
production and sales are concentrated among a few firms. The 
cost of advertising per unit of output may then be less because 
more units are sold. Also it may cost less money in the aggregate 
to kcef) a brand in public favor than to raise it from the ruck of 
numerous brand names; buyers arc more likely to remember a 
brand that many of them already buy from habit. 

Non-price competition seems to be both an effect and a cause 
of increasing oligopoly. One effect is to make price competition 
less attractive for the established majors. Also product dif- 
ferentiation, together with new forms of capital that place a pre- 
mium on volume operations, has helped to concentrate production 
of many goods among a liandful of firms. 
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Statements for Consideration 

1. A product improvement can be exploited in the short run by the 

producing firm in three different ways. Explain 

2. Advertising is an aid to economic efficiency if it at least occasions 

lower prices. Discuss 

3. Promotion must lead to a higher price if the quality of product is 

not altered. Evaluate 

4. A rational socialist economy would never employ advertising. 

Evaluate 

5. Product differentiation has probably increased during the last half 

century. Discuss 

6. Product and promotion competition is sometimes less dangerous 
to those concerned than open price competition would be. Explain 

7. There is at least one circumstance in which a firm should equate 
its marginal cost of producing and selling to the price. Explain 

8. Under certain circumstances it may pay a producer to adulterate 

his product. Discuss 

9. There is often some uncertainty whether various kinds of adver- 
tising expense should be treated as fixed or variable costs. Discuss 
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Monopolistic Competition 


Market situations are neither purely competitive nor purely 
monopolistic in the case of differentiated products. As already 
exjjlained, the Ford Motor Company, for example, experiences a 
measure of competition from Plymouth, Chevrolet, and others, 
hut it does have a monopoly in the production and sale of Ford 
automobiles. We might call such a situation competitive monop- 
oly, imperfect competition, or monopolistic competition. Ac- 
tually, the last term is the one customarily used in the United 
Stales, while imperfect competition is favored in the United 
Kingdom. Monopolistic competition almost inevitably involves 
non-j)rice competition, which usually takes the forms described 
in the previous chapter. In the present chapter we shall examine 
the output equilibria that occur under monopolistic competition. 
It will he found that these e(juilihria resemble those of pure 
monopoly in some ways and those of pure competition in others. 

Interdependence Among Firms 

Under monopolistic condition, each linn is confronted with 
rivals, some of which are “close” and some of which are “far.” 
A “close” rival is one making a product that appears to most 
buyers to he almost a perfect substitute. A “far” rival is one 
making a good or providing a service that is a:t best only an im- 
perfect substitute in the view of a few buyers. There is not al- 
ways a definite group, as was once thought, within which all firms 
are equally close competitors and outside which all firms can be 
disregarded. 

Measures of Interdependence 

Conceptually, there are a number of ways in which firm interde- 
pendence might be defined and measured if the required data 
were available. 
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One possible detinition oE interdependence is the measure oE 
cross-elasticity (see Chapter 17) between the products oE Firms 
A and B as measured perhaps by the ratio of the proportionate 
change in s physical sales to the proportionate change in U’s 
price which occasioned it. However, instead of considering the 
effect of a change in B's price upon A's plivsical sales, one might 
consider its effect upon A’s total revenue from sales, or again upon 
A's profits. Or one might try io evolve a measure of interdepend- 
ence that would take into account the extent to which large cur- 
rent profits attract new firms into the same line of business so 
that future profits are reduced. Fundamentally, the notion of 
interdependence implies that the sales, revenues, or profits of one 
firm are rather directly affected by the actions of another. 

However, this sort of interdependence may exist, and yet be 
imperceptible in practice, because it is lost to view in all the other 
changes that occur in markets. In this case, firm interdependence 
may be ignored by all and sundry, with each firm pursuing its own 
policies without thought of the consecpiences for other firms or 
the possibility of retaliation. We have given the name polypoly 
to such a situation of blithe disregard. 

On the other hand, the interdependence of certain firms is all 
too obvious to them. Then it may be that they never reach a 
price decision without worrying about the reactions of immediate 
rivals. We then have a self-conscious and nervous state of affairs 
and a condition of oligopoly. 

It is important to realize that the existence of firm interde- 
pendence may be more marked on some flanks than on others. 
A*s decision to cut j^rices may always prompt B to cut prices also, 
and yet a decision by A to increase promotional outlay may not 
cause B to intensify its promotion. Hence, in a sense, one may 
have oligopoly in price policies but polypoly in promotional poli- 
cies. The trend in business is to cease active competition in those 
matters that are characterized by oligopoly and to continue rivalry 
in those respects that continue to be characterized by poly poly- 

Price with Oligopoly and Polypoly 

Tl^ shape of the demand schedule for a firm’s product under 
monopolistic competition depends upon the price policies of rival 
producers, the character of the partially competitive group, and 
the preferences or brand attachments of buyers. Obviously, if 
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all rivals cut their prices when A cuts its price, the quantity of 
/i’s sales will not increase by as much as they would if the prices 
of A*s rivals remain unchanged. In examining this question, we 
shall first of all suppose that each buyer in the market has his own 
particular scale of brand preferences; for example. Brown may 
prefer brands /i, //, and C in that order while Jones’s scale 

reads 7i, A, I), C, and E. 

het us imagine a monopolistically competitive industry in which 
each firm sells a single branded product. However, while these 
linns are relatively interdependent, there is no signilicant degree 
of com[)etition between these firms and those outside the group. 
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In Table 27 it is assumed that Firm Ay which produces brand A, 
is now selling 50, ()()() units a month at a price of $100. The P 
and (I columns taken together indicate the changes in sales vol- 
ume that will occur when A changes its price but rivals’ prices 
remain unaltered. The P and D columns show the demand 
schedule lor A when competitors retaliate in order to match all 
A s price changes and retain their proportionate share of the 
market. Figure '16 illustrates Table 27. It will be noticed that 
the (l(V schedule is much flatter than the DD' schedule. 

Different groups have different traditions regarding price policy. 
If A s group is accustomed to independent jndcing by its members. 
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A will consider its dd' schedule relevant, whereas its DD' schedule 
will seem irrelevant. On the other hand, if the group normally 
follows retaliatory price policies, the relevant demand schedule 
for A will obviously appear to be DD' from the outset. 

The price and output combination that A considers most 
profitable for itself will naturally depend in part upon its marginal 
revenue schedule. In liable 27 and Fig. 36 MRi is the relevant 



Fig. 36. Demand under Oligopoly and Polypoly. 


marginal revenue schedule for A if independent price policies are 
the rule within the group and isolated price changes occur. On 
the other hand, MRa is A's marginal revenue schedule if common 
price changes always result because each firm is watching and 
matching the lowest price charged by any other. It will be noted 
at once that MRc lies considerably below MRi at each given 
quantity. 

Figure 36 shows A's marginal cost schedule. It intersects MRc 
at an output of 41,250 units and a value of $35 (S) while inter- 
secting MRi at an output of 85,000 and a value of $40 (T). Su- 
perficially, it therefore seems that A will set one of two possible 
selling prices depending upon the expected price policies of the 
group. If independent pricing occurs, A will set a price of about 
$82.50 and hope to sell 85,000 units. Conversely, if common and 
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dependent pricing occurs, it seems tliat A will sell only 41,250 

units at a pric e of approximately $1 1 7.50. 

Something has been overlooked however. The other firms in 
rivalry with A are confronted with rather similar factor supplies, 
cost functions, and product demands. If it pays A to cut prices 
when it supposes nobody will retaliate, will not B, C, Z), and 
others independently reach the same conclusion and act similarly? 
It is therefore very possible that, if they all price independently, 
they will all cut, not in conscious retaliation, but as a similar 
reaction to a common situation, motivation, and assumption. 

Unfortunately, if they all try to cut prices to $82.50, although 
independently and with no conscious desire to retaliate, each firm 
will //oZ be able to sell 85,000 units. The group as a whole, 
judging from the P and I) columns in Table 27, can only sell an 
average of 58,750 units if they all have a price of $82.50. It is as 
though each firm, independently assuming its dd' schedule to be 
relevant, had collectively helped to inflict the DD' schedule on 
itself and each of the grouj). 

liK'identally, this somewhat unexpected outcome does not con- 
iradii t the demand schedule originally gi\en I)y columns P and d 
in Table 27. This schedule was based on the assumption that all 
other linns in the group stood firm at the .$100 price. Now the 
position of a single linn’s dd' demand schedule depends upon its 
riKuils' prices. If rivals’ prices had originally been $90 instead of 
$100, the dd' schedule of A would have been farther to the left, 
so that it could not have sold 50,000 units at $100. Conversely, 
if rivals’ prices had originally been $110, A s dd’ schedule would 
have sho\\'n that more than 50,000 units could have been sold by 
it had it ( harged only $100. 

If a series of dd' schedules are constructed for A, one when 
other linns charge $110, another when they charge $100, still an- 
other when they charge $90, and so forth, we can begin to see 
what really happens when all firms adopt the same prices, inde- 
pendently and unconsciously. Then, when Finn A drops its price 
from $100 to $90, it does not simply travel down its dd' schedule, 
which is appropriate for rivals’ prices of $100, but it has to shift 
on to the dd' schedule appropriate for rivals' prices of $90, if all 
the competitors make the same independent price cuts. The DD' 
schedule is then revealed to be a loci of points, each one of which 
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is on a distinct dd' schedule. Also, on each dd' schedule, there is 
one point that is also on the DD' schedule. 

It seems that A will in the end remain located on a DD' sched- 
ule whether it assumes conscious retaliation or independent prlc- 
ing. However, the assumption A makes regarding the group’s 
pricing policies does make a difference and hence is important. 
If A and all its rivals expect retaliation, they will never cut prices 
in the independent expectation ot moving down the dd' sched- 
ule, which intersects DD' at the initial price, and the original price 
will very often remain unchanged for long periods of time. If 
independent pricing is practiced, A travels down tlie DD' schedule, 
along with its rivals, but each of them independently expects to 
find the original dd' schedule relevant. The outcome is unex- 
pected and contrary to the wishes of the firms involved. 

Attachments of Buyers 

The character of a firm’s sales curve also depends in large meas- 
ure upon the preference patterns and brand attachments of buyers. 

It is possible to distinguish between many kinds of buyers ac- 
cording to their brand preference systems. Some buyers, here- 
after termed preference buyers, rank all available brands accord- 
ing to preference. One such buyer might prefer A above all 
others, after which he would take B, then C, and so fortli. If he 
cannot obtain A, he does not buy just any alternative brand, but 
instead seeks out B, At the other extreme are unatlnched buyers, 
who have no preferences and consider all the competing brands 
equally satisfactory, despite all the efforts of advertisers and others 
to make them think differently. Between these extremes are buy- 
ers, who might be called one-preference buyers, who prefer one 
brand to all others, but thereafter do not discriminate between 
rival brands; for example, a buyer may prefer A, but be indif- 
ferent about B, C, D, and E. Theoretically, of course, one might 
also distinguish two-preference buyers; for example, some buyer 
might prefer A, then but have no preference among the re- 
maining C, D, and E brands. One could go on in this way for- 
ever. In the following analysis, however, we shall only consider 
preference buyers and unattached buyers. 

If all competing brands are sold at the same price, A will be 
sold to a number of buyers, not all of whom will have the same 
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attitude toward it. Some of these purchasers will be preference 
buyers and their attachment to A may be strong enough to stand 
a price differential. The remainder of those who purchase brand 
A may be unattached buyers, who have bought A by accident 
rather than design, and who would not buy A in the future if it 
came to be sold at a higher price than rivals’ outputs. 

In this case //’s ceteris paribus demand schedule {del') will be 
very different than we previously supposed when assuming all 
pure hasers were preference buyers. Now, if the price of A rises, 
fnit the prices of all rival brands remain unchanged, A will shake 
out only a few preference buyeis but will lose all its unattached 
buyers. And now, if the price of A is cut, other things equal, A 
will pick up a few preference buyers and all the unattached buyers 
of the entire grouj)’s output. The dd' schedule of a single firm 
will he discontinuous, and in two parts, when there are both 
prefer eiK'c and unattached buyers in the market. 

A numerical example may make this more evident. Let us sup- 
pose that there are 5,000 preference buyers and 5,000 unattached 
buyers of a group’s output. Each buyer normally buys one unit 
])cr lime period. The unattached buyers are scattered equally 
and in a random manner among the various brands. Each firm 
has ilie same numl)cr of preference buyers at the outset. 

Initially, if there arc only 5 rival firms, each will have 1,000 
prcfcreiue buyers and 1,000 unattached buyers. There will be 
some prelerencc buyers on the margin betAvecn A and B, between 
A and L’, between A and D, and between A and E. We shall sup- 
pose that a change of one dollar in the price of /I, other prices 
unchanged, will shift 100 buyers across each of these four margins. 
Under these circumstances, a one dollar raise by A will lose it 400 
|)refercnce buyers and all its 1,000 unattached buyers, or a total 
of 1,100 buyers and sales units. However, a one dollar price cut 
by A will add 100 preference buyers and all the other 4,000 unat' 
tached buyers, or a total of 4,400 buyers and sales units. The 
sales response is far more violent in the case of a price reduction. 

I'he above phenomenon is even more pronounced if we sup' 
pose that the group comprises A and nineteen other rival sellers. 
Perhaj)s each firm enjoys the custom of 250 preference buyers and 
250 unattached buyers. A small price raise by A will then lose 
it 250 unattached buyers, but a small price cut will add 4,750 such 
purchasers. 
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The above contrast points a moral. If there are many rival 
firms in a group, and each is physically and profitably able to ex- 
pand output considerably, price reductions tend to be determined 
independently, with each firm reducing prices to increase sa^es 
rather than to win back lost customers. However, where there 
are only a few rival firms, the gains fioiii one’s own j)rice cutting 
are not so disproportionately great and the losses sufleicd from the 
price cutting of others arc noi so di - proportionately small. 

Where there are relatively few rival sellers, and a relatively high 
proportion of unattached buyers among the customers, no one 
firm will permit others to sell at lower prices than itself. For 
example, the major oil companies would never allow one of their 
number continually to sell gasoline to motorists at a cent less than 
that charged by the other companies, for eventually the sales in- 
roads made by the price cutter would become seriously large. In 
these cases the price weapon cuts so painfully that it is “outlawed” 
by common agreement. 

The practice of price leadership is one way in which the effects 
of price competition can be allayed. A single firm, usually either 
the largest or the oldest seller in the group, publicizes its price 
changes, sometimes in advance, and other firms follow its lead. 
The above procedure usually becomes reinforced by tradition after 
a period of time. Price leadership does not necessarily entail 
consultation and collusion on what the price shall be. Neither 
is the resultant price necessarily the price that the leader itself 
would prefer. 

Neutralization of the price weapon naturally tends to emphasize 
other forms of business rivalry. The two major kinds of non- 
price competition, as already indicated, are promotional effort and 
product improvement, one of which may be stressed more than 
the other in certain cases. An outstanding example is the ciga- 
rette industry, which competes primarily through advertising. 

Long-Run Equilibrium 

Even under conditions of monopolistic competition, there are 
in operation long-run forces that tend to squeeze the profits of 
individual firms, if not perhaps to zero, at least below what they 
may often be in the short run. The way in which this “squeeze” 
takes place is through the arrival on the scene of new and rival 
firms that have been encouraged to enter the trade by the earnings 
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of already established concerns. Hence, in the long run, there 
a tendency for the price and average costs of each firm to ap- 
proach equality, and for each firm’s demand schedule to be pushed 
up against its average cost curve. 

To the extent that profits are eliminated in the long run, the 
price and output of each firm depend not only upon its average 
cost curve, but upon the slope and position of its demand schedule. 
Specifically, if the firms in a group follow independent price poli- 
cies, so that what we have called the dd' demand schedule is 
relevant, tangency of dd' and AC will tend to occur toward the 
bottom of each firm’s AC curve. On the other hand, if DD' is 
relevant, its tangency with AC will tend to occur at a higher price 
and lower output. 

Profits in this analysis refer to what are often termed economic 
profits. Kconomic profits, described in Chapter 31, arc smaller 
than the accounting profits of businessmen because our average 
cost curve includes various costs that most accountants would not 
include as exj)enses. For instance, if the proprietor participates 
in ihe affairs of the firm, and is exceptionally able, so that the 
linn’s accounting profits are largely due to his activities, it is sup- 
posed that the value of his services is estimated and included as an 
expense, on the grounds that he always has the alternative of 
hiring himself out to another firm as an employee. 

Long-Run Profits 

I'hc monopoly elements possessed by a monopolistic competitor 
may be relatively unimportant and limited to a peculiar brand 
name and the special associations with which promotion has in- 
vested it. I le can legally prevent a rival from marketing an iden- 
tical prcxliict, but usually he cannot stop a potential competitor 
from making and selling a close substitute. Yor example. Coca 
C'ola can sue any concern that passes off a perfect imitation of its 
product, but it cannot exclude Royal Crown Cola, Pepsi-Cola, 
and others from the same group. 

In many instances the fact that an established firm is con- 
tinually making substantial profits may serve to attract other com- 
ixniies into the field. The honey one bee enjoys may attract 
others. Of course, the profits of an existing firm are not a guaran- 
tee that a prospective company will obtain similarly generous re- 
turns on its investment. However, to the extent that old and new 
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concerns have access to the same pnxluctive factors and techniques, 
continued profits of present firms will probably attract new rivals 
into a trade. The advent of these additional firms will drive the 
demand schedules of established companies doAvnwards and to tiie 
left, while the prices of factors may be bid up, in which case cost 
curves will rise. These two reactions will exert a squeeze on 
profits. 

If this squeezing action is complete, so that all profits are ex- 
tinguished, the final long-run equilibrium will entail equality 
between average -revenue (pr ice) and average total costs and an 
equality between marginal costs and marginal receipts. The per 
unit cost curve will lie above the demand curve at every output 
save one, at which point tlrey will be tangent, and profits will be 
maximized while losses will be minimized. Financially the en- 
terprise “breaks even.” So-called “tangency equilibria” of this 
kind are depicted in Fig. 37. Complete adjustments of this kind 
probably only tend to occur. 



Fig. 37. Effect of Price Policies upon Long-Run Equilibrium. 


Long-Run Output 

The output that would be produced if long-run equilibrium 
ever came to be established depends on the possibility of long-run 
profits. In this section we shall assume, for the sake of discussion, 
that the entry and exit of firms into and out of the group is so 
easy that long-run profits are always zero. We shall also assume. 
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agiiiii to simplify the analysis, that the entry and exit of firms af- 
fects the demand schedules rather than the cost curves of the 
remaining firms in the group. Moreover, we shall suppose that 
each existing firm shares equally in the total sales of the group. 
Finally, it is supposed that the long-run planning curve of a 
typical firm resembles the AC curve in Fig. 37. 

'The long-run output of a representative firm within the group 
will then depend upon the price policies pursued. These al- 
ternative policies are (1) independent price setting ^vith each firm 
acting on the basis of its dd' schedule; (2) deliberate common pric- 
ing, based on common retaliation or price leadership so that the 
JJD' schedule is relevant for each firm; and (3) oligopolistic price 
constancy, due to fear of price change, especially when there are 
large numbers of unattached buyers. 

fndcpetidenl. Price Selli)ig. If all purchasers are preference 
buyers, and there is independent pricing, the dd\ schedule is 
relevant and will become tangent to AC at A in the figure. If it 
lay above /IC at A, there would be temporary profits, other firms 
would presumably be attracted into the group, and so the share 
of eac h firm in the groups’ sales would be reduced, as evidenced by 
a sliding to the left of all firms’ dd' schedules. The DD\ sched- 
ule here has no direct importance, but it does show what sales the 
firm in (juestioii would have if all the firms in the group raised 
or lowered their prices. Long-run equilibrium also requires 
short-run equilif)rium, and so the long-run output (Qi) must 
eejuate marginal costs with marginal revenue for the firm (not 
shown) as well as average cost with average revenue (at A). 

Deliberate Common Pricing, In this case DD'^, is relevant and 
can only be tangent to AC at B in Fig. 37. If DD':> never touched 
/IC there Avould be losses, and if it intersected AC there would be 
profits at some outputs, neither of which cc.nditioiis is compatible 
with long-run equilibrium under our assumptions. Hence the 
jx)int of tangency (B) indicates the long-run output (Qn). The 
dd'j is of academic interest only, since the individual firm does 
not dare to invite retaliation by price cutting on its own initiative. 
I'he marginal revenue schedule, which might be derived from 
would cut this firm’s marginal cost schedule at Q 2 output, 
because the firm must be in short-run equilibrium when it is in 
long-run equilibrium. 
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Oligopolistic Price Constancy. Under certain oligopoly condi- 
tions, each firm may fear either to raise or lower its price, so that 
in practice existing prices tend to remain unchanged. This fear 
is based on two beliefs. Each firm believes that rival firms will 
duplicate its price cuts — thereby leaving it wirii only slightly more 
sales and a lower price. Also each firm Indieves that rival firms 
will not follow a price rise — thereby leaving it with tar fewer sales 
and only a slightly higher price. In other words, each firm be- 
lieves that its relevant demand schedule is dd' for price increases 
and DD' for price cuts. This composite or kinked demand curve 
— which is dd' above and DD' below the current price — is repre- 
sented by the dotted dD' lines in Fig. 37. If these suppositions 
of the firm’s management are really correct, a price cut will re- 
duce total revenue, and a price hike will also reduce total revenue. 
Hence, it may be thought, the only way to maintain revenue is to 
adhere to the current price. 

In Fig. 37 this constant and equal price is shown by the line 
PF. In the long run, the tendency for profit elimination, dis- 
cussed above, might lead to an abutment of dD', which is the 
composite kinked demand schedule, on AC at 6’. The long-run 
output would then be Qg, 

Price constancy of this kind is especially probable when there 
are numerous unattached buyers in the market. The slightest 
price rise, unless others follow, will then immediately sacrifice all 
sales to unattached buyers, and for this very reason rivals will re- 
frain from following, in the absence of collusion. The slightest 
price cut will then strip every rival of all their sales to unattached 
buyers; and this they will not let pass without retaliation. In the 
absence of collusion, or of a tradition of price leadership, it is dif- 
ficult to imagine how an established price would ever come to be 
changed. 

When a given price is perpetuated, perhaps for the reasons given 
above, average costs adjust to price rather than the other way 
around. For instance, if all average cost curves were to fall, in- 
cluding the AC curve in Fig. 37, the resultant profits might insti- 
gate new entries; these might in turn push all firm demand sched- 
ules, such as dotted dD', to the left, and into a new abutment 
with AC, The final effect of the fall in average costs might be 
not a fall in price but a reduction in output per firm. 
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(Gasoline service stations exemplify this tendency. Their retail 
“margins” are relatively permanent and their operating costs per 
gallon depend largely upon gallonage. The number of service 
stations owned and operated by independent retailers, and hence 
the gallonage per station also, probably adjusts with time so that 
costs jjcr gallon liccome equal to the allowed retail margin. If 
a local government were forcibly to reduce the “margin,” the final 
outcome, after temporary suffering, might be fewer stations with 
larger individual gallonages and contracted unit costs. Naturally 
the motoring public would find that fewer service stations some- 
times caused them inconvenience. 

Firm Numbers and Price Policy 

f or several reasons one tends to find deliberate common pric- 
ing in groups that include only a few firms and to discover inde- 
pendent price setting in groups including many firms. If there 
are only a few firms, it is simpler for each firm to watch the prices 
of rivals, and a jirice cut by a rival will occasion a more obvious 
loss of sales when there are only a few firms within the group. 
Cionversely, if there arc many firms in the group, ignorance of 
rivals’ jirices is greater, and the increased sales volume that any 
one firm can gain by price cutting is much larger compared to 
its previous sales. Hence industrial groups that are well popu- 
lated with firms are more likely to carry on aggressive price poli- 
cies (and operate according to deV schedules), whereas groups that 
include only a few member firms are more likely to carry on price 
leadership (and operate according to DU schedules). Where 
there is no outstanding firm to act as leader, and yet the number 
of firms is small enough so that the firms are aware of the dangers 
of price cutting and can ^vatch each other, there may be a gen- 
eral reluctance to alter prices at all from some conventional level. 
In these ways, the number of sellers in the gioup may indirectly 
affect long-run price, output, and unit costs. 

Composite Nature of Monopolistic Competition 

In most respects monopolistic competition lies between pure 
competition on the one hand and pure monopoly on the other. 
The truth of this assertion is most clearly revealed by comparing 
and contrasting these three degrees of monopoly and competition. 
A j)artial summary of modern price theory is also gained thereby. 
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Substitutability of Rivals’ Outputs 

The outputs of rival firms are perfect substitutes under pure 
competition in that all buyers are unattached. The dcV of a sin- 
gle firm is then horizontal and the DD' of a single firm is simply 
a miniature reproduction of the public’s demand for the com- 
modity produced by the trade or industry. For example, a wheat 
farmer has an infinitely elastic demand schedule for his output, 
and the public has a sloping demand for wheat as a whole. 

In the case of .pure monopoly there are no obvious substitutes 
to bother the single producer who comprises the entire industry. 
Hence the dd' and DD' schedules of a pure monopolist are iden- 
tical. All the purchasers of its output are preference buyers. 

Under monopolistic competition each firm in the group will 
sell to preference buyers and to unattached buyers. Its dd' sched- 
ule slopes instead of being horizontal, except that, due to unat- 
tached buyers, it may be flat over a limited quantity range. Its 
dd' and DD' schedules are distinct. Which schedule is relevant 
will depend in part on the number and price policies of firms in 
the group. 

Entry and Profits 

Additional firms are perfectly free to enter into the production 
of a good in the case of pure competition, and so long-run profits 
should be zero. On the other hand, entry is restricted in the case 
of monopoly, and thus long-run profits are quite possible on 
theoretical grounds, although they are not inevitable. Under 
monojiolistic competition it is usually possible to make a very close 
physical substitute, which may be more or less profitable than the 
imitated forerunner, but exact duplication is prohibited by trade- 
mark, copyright, or patent laws. The cola drink business is an 
obvious example and has already been mentioned. Profits tend 
to be zero in the long run, but in certain instances persistent long- 
run profits are conceivable. 

Firm Supply Schedules 

The marginal cost curve of a pure competitor, at least for out- 
puts exceeding its point of diminishing returns, is a supply sched- 
ule, because price is then tantamount to marginal revenue. 
Knowing the price, one can read off from the marginal cost curve 
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the amount tfie pure competitor will supply. Under monopolistic 
competition and pure monopoly, price and marginal revenue are 
seen to he distinct, and there is no supply schedule for the in- 
dividual firm. 

Output Formulae for Maximizing Profits 

Output should always be adjusted — whether the situation is one 
ot pure competition, monojroiistic competition, or pure monopoly 
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marginal revenue is identical with price in the case of pure com- 
petition. Total revenue must exceed or equal total cost i£ 
producers are to remain in business. 

QuasuRents Crucial It will be noted that tlit decision whether 
to continue or cease operations depends iipoi^ quasi-rents. An 
entrepreneur will continue in production ii quasi-renis (i.e., total 
revenues minus total variable costs) exceed or equal zero. The 
reason for this in tlie short ran hai, already been explained (see 
Chapter 20). However, this is ilso true in the market period 
(when there are no variable costs), and in the long run (when all 
costs are variable costs). Hence cjuasi-rents are equal to total 
revenue in the immediate market period and to total profit in the 
long-run period. After all, total revenue is simply the sum of a 
series of marginal receipts, and total variable costs are simply the 
sum of a series of marginal costs. Hence, the equation of marginal 
costs and marginal receipts maximizes quasi-rents, and in turn 
profits, since profits are Cjuasi-rents minus some constant value for 
fixed costs. 

Variables To Be Determined by the Management 

The manager of a purely competitive enterprise, accepting the 
market price as a datum over which he has no control, adjusts 
output so that marginal costs ecjual the going price. He has no 
influence over price and can only decide to take it or leave it. 
Selling a homogeneous and unbranded product, the manager of 
a purely competitive enterprise has no opportunities to advertise 
or to undertake the more usual kinds of promotion. And, if he is 
producing a natural commodity, he does not determine the design 
and performance characteristics of his product. Efficient produc- 
tion and adjustment of output are his only ways of maximizing 
profits. 

A pure monopolist has in addition to formulate a price policy. 
He may determine promotion and product variables also. Selling 
a product that is sold by no other firm, and which is usually identi- 
fiable, a monopolist is not precluded by circumstances from pro- 
moting his output; however, inasmuch as there are no close sub- 
stitutes for a monopolist’s product, the profitability of promotion 
is often limited. A monopolist is also likely to be more restricted 
than a monopolistic competitor in the matter of product determi- 
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nation, for the monopolized product may be a natural commodity; 
or, if manufactured, its specifications may in effect be limited by 
the terms of some patent grant. 

Monopolistic competition, by way of contrast, gives management 
wide discretion. A definite price decision must be reached and 
announced. There is full scope for all kinds of promotion. The 
pKKluct, instead of being preordained, must be planned by the 
firm’s technical advisers. The management of a monopolistic 
conij)eiitor has the most variables to perplex it and the most 
opportunities to make mistakes. 

PRICE THEORY SUMMARY 
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Statements for Consideration 

1. Firms are either in full competition with other firms or inde- 
pendent of them. EvaUiate 

2. The degree of monopoly a firm enjoys tends to vary with interfirm 

independence. Discuss 

3. The curvature and position of a firm’s demand schedule depend 
on the current prices and future price leaciions of rivals. Explain 

4. The simultaneous presence* of preference buyers and unattached 

buyers in a market tends to occa;»ion a kink in the ceteris paribus 
{(Id') demand curve of a firm. Explain 

5. Long-run profits only tend to be zero under conditions of monop- 
olistic competition. Discuss 

6. Unit costs adjust to the price when, for any one of several re-;sons, 

the price of a good is inflexible. Discuss 

7. A firm attempts to maximize cjuasi-rents in all time periods. 

Evaluate 

8. Each firm has a supply schedule, whether or not it has a mono|)oly. 

Exmluate 

9. Under certain circumstances a firm may fear either to raise or to 

lower its price. Explain 

10. The variables that have to be determined by management are 
always the same in at least one respect. Discuss 
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Price Discrimination 


Price discrimination can be defined as the sale of different units 
of a homogenous product at different net prices. There are two 
noteworthy points in this definition. The product must be of 
uniform cpiality and sold under identical conditions of packing 
and credit and so on. The provision regarding net prices is a 
reminder that the cost to the purchaser is often greater than the 
j)i i( e retained liy the seller, the difference being due to freight 
charges; in this case, it is differences in the effective f.o.b. prices 
at the factory that constitute price discrimination. The usual 
jHirpose of pric e discrimination is to increase |:)rolits. As will be 
demonstrated below, a given output will realize a greater total 
levenue for the seller, except in one special case, when it is sold 
ac cording to disc i iininatory principles rather than at a uniform 
j)rice. However, the total c:ost of producing and marketing a 
given output is seldom aifected, at least to any apj)reciable extent, 
by the existence or absence of discrimination. Consequently, as 
pioliis are ecjual to total revenue minus total costs, a given output 
can usually be made to yield a greater profit, or smaller loss, if 
disca iininatory |)ric:es are charged. 

Examples of Discrimination 

An extreme instanc e of price discriminatir.n — sometimes termed 
“perfect” discrimination — would be if the seller could estimate 
the maximum reservation price that every prospective buyer had 
plac ed on each unit he contemplated purchasing and then had the 
ability to demand that price. In this case the seller would charge 
as many prices as the number of units he sold. If the demand 
curve started at SI 11.00 for the first unit, $18.50 for the second, 
817.75 for the third, and so on, “perfect” discrimination would 
entail the charging of $19.00 to the purchaser of the first unit, 
$18.50 to the purchaser of the second unit, and so on. The mar- 
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ginal revenue in this case would be, unit by unit, $19.00, $18.50, 
$17.75, and so on. In other words, in this extreme case, the 
demand curve becomes the marginal revenue schedule of the 
seller. The average revenue scliedule — which has no direct sig- 
nificance under discrimination — would be above the demand 
curve. Graphically, the entrepreneur would extend output until 
his marginal cost scliedule intersected the demand curve, and his 
quasi-rents would be repre^^cnted by the area lying above the 
marginal cost schedule and below the demand curve. There 
would be as many prices as units sold. It is remarkable that there 
is no buyers’ surplus in this extreme instance. It has all been 
converted into seller’s revenue. 

Most discrimination encountered in practice is of a much milder 
sort. A great deal of it takes the form of offering what is in effect 
a lower price per unit if the customer will increase the size of his 
purchase. A familiar example is the sign in “dime stores” an- 
nouncing “10^^ each — 3 for 25f^.” In this case the first unit sells 
for 10^, the second also for 10^, but the third really sells for 
5^. The seller realizes, of course, that the demand schedule of 
any buyer is negatively inclined, and that therefore the third unit 
often cannot be sold for 10^, but could for 5^. It is still worth 
while to sell this third unit at 5^ providing its marginal cost is not 
greater than this amount. However, the seller does not wish to 
dispose of the first two units at 5^ each, since he would then only 
realize 15^ for all three units. His solution of “10^ each — S for 
25ff” enables him still to sell three units and increases his total 
revenue by lOff over what he would realize from a uniform price 
of 5^. Slightly more complex examples of this same principle are 
to be found in the practice of selling packets of different size at 
disproportionate prices. The “Individual Size” (8 ounces) may 
sell at 40^, the “Family Size” (16 ounces) at 64^, and the “Economy 
Size” (32 ounces) at 96^. The effective prices per ounce in these 
three cases are respectively 5^, 4^, and 3^. A great majority of 
public utilities charge lower rates for electricity, gas, and water as 
the customer increases his use. For example, the first thousand 
cubic feet of gas may be sold at 7.0^ per 100 cubic feet and the 
next thousand at 6.0^^ per 100 cubic feet, with even lower prices 
for succeeding “blocks.” All these cases are for^ns of discrimina- 
tion based on quantity. 

Price discrimination is often geographic. A Boston producer 



342 PRICE DISCRIMINATION 

of shoes may sell at the same price throughout the United States; 
and because freight costs on sales to Salt Lake City will be greater 
than to New York, it follows that the net price received by the 
manufacturer is higher on sales to New York and lower on sales 
to Salt Lake City. In a sense, the local buyers are being discrimi- 
nated against, because they cause lower costs and might therefore 
expect a lower price. 

Discrimination is often based on income. A familiar instance 
is that of a surgeon who perhaps charges $v500 to a rich patient for 
a tonsillectomy, but only $25 to a poor man who requires the 
same operation. Discrimination that depends on income differ- 
eiu es is found most frecjuently in the case of professional services. 
The poor man cannot resell the tonsillectomy to the rich man. 

It is much more difficult to sell a commodity at different prices 
to rich and poor people because of the possibility of resale. In 
this case it is customary to market two different models. A re- 
frigerator comj)any may market a “standard” model, which costs 
only $80 to make and distribute, and sells at $05. It may also sell 
a “de luxe” model, identical except for the addition of numerous 
chromium fittings, which costs only $85 to make, and sells for 
$115. Uigh-income customers, who place a lower utility valua- 
tion on a dollar, can afford to pay $20 more for a little eye pleasure 
and so buy the “de luxe” model. Middle-income buyers budget 
their outlays, can only afford to purchase the essential service of 
refrigeration, and so purchase the standard model. In this way 
the refrigerator company is able to charge a higher effective price 
to rich people and make a large profit on die de luxe model; but, 
in addition, it succeeds in retaining the broader market by the offer 
of a ‘‘standard” model at a more moderate price. (This refrigera- 
tor illustration is not strictly a case of price discrimination, as we 
have defined it, because the two products ai not quite identical.) 

Discrimination between Already Separated Markets 

Frequently a monopolistic seller finds that his total demand 
comes from a number of different markets, which are not separated 
by his oivn action but are distinct by reason of government regula- 
tion, sex differences, color prejudices, and the like. 

Let us suppose that there is a radio manufacturer, with a large 
factory at Schenectady, who sells a given model in the United States 
and Canadian markets. The demand schedule for each market is 
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given in Fig. 38, the quantity scale for the Canadian market ap- 
pearing on the left-hand side of the diagram, reading from right 
to left. The United States has higher per capita incomes and this 



possibly explains the higher initial prices that can be obtained in 
the domestic market. A marginal revenue schedule has been 
derived for each market from its own demand schedule. Assum- 
ing a market period problem, in which the company has already 
manufactured 1,000,000 radios on speculation and no longer con- 
siders historical costs, how should it allocate the million units be- 
tween the two markets? 

It would be a great mistake to charge the same price in both 
markets if they have different elasticities of demand. For ex- 
ample, it might be possible to dispose of the million units at $60 
each by selling Q'a units in the United States and Q'c in Canada. 
However, at $60, the demand in the Canadian market might be 
more elastic than in the American, as evidenced by a marginal 
revenue of $45 in Canada and $25 in the United States. In this 
event, the radio company can increase its total revenue by $20, and 
hence its quasi-rents and profits by the same amount, through 
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diverting a unit away from the American market (a gross loss of 
$25) and toward the Canadian market (a gross gain of $15). 
Relocation of output in this direction should be continued until 
marginal revenue is the same in both markets. Figure 38 shows 
that this will occur with a sale of OQa in America, OQo in Canada, 
and 1,000,000 units sold altogether. Naturally this compels a 
lower j)ricc in Canada (Pc) and allows a higher one in the United 
Slates (Pa)- Total revenue, which is quasi-rent in this market 
period example, is then at a maximum; it is represented by the 
areas below the two separate marginal revenue schedules between 
(Ja and (J,. 

A more realistic but complex instance is the short-run case of 
current production resulting in both variable and fixed costs. 
There is then the question of how much to produce in toto as 
well as the question of how to allocate the output between the two 
markets. This situation is also shown in Fig. 38. The line 
MC represents the combined marginal cost schedule, that is the 
cost of j)roducing an extra unit of output, irrespective of the 
market for which it is destined. Clearly, the most ])r()litable total 
()ut|)ut will result in an equation of this combined marginal cost 
with a combined marginal revenue, and so we need a new schedule 
that will indicate the addition to total revenue of selling an extra 
unit. Here it is important to make a distinction, for the amount 
of additional total revenue from selling an extra unit will vary 
depending upon whether it is sold in a discaiminating manner 
(e([ual marginal revenues but different prices in eacli market) or in 
a “simple” manner (equal prices but different marginal revenues 
in each market). 

Fhe combined marginal revenue schedule (MRa + h) that results 
from discrimination is obtained by horizontally summing the two 
market marginal revenue schedules. The combined curves of 
marginal revenue and marginal cost intersect at an output of OQ. 
In order to maximize profits, prices of 7^* and Pc should be charged 
in the United States and Canadian markets respectively, because 
these prices equate the marginal revenues of the two markets. 

A minor refinement may now be added. Perhaps the American 
radio company, with its factory at Schenectady, must pay a $5 per 
unit duty before its product can enter Canada. There will then 
be two Canadian demand curves. D'e is the demand of Canadian 
buyers in Canada and indicates the prices that will actually be 
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charged to them. Dc represents tlie effective demand as seen by 
the company, is $5 lower throughout, and shows the net prices the 
company receives for different quantities sold in Canada. Hence, 
MRa is derived from D,, which is derived from D',. 

It is possible to contrast a discriminatory monopolist and a 
simple (i.e., non-discriminating) monopolist oa the score of prices, 
output, and profits. 

Prices. The discriminating monopolist charges more than one 
price. A reduced price will be ( liargcd in the more elastic market, 
and the less elastic market will have a raised price. Discrimina- 
tion causes a lower price in at least one market. 

Output. For a discriminating monopolist, the total and dis- 
criminatory marginal revenue schedule (DMR), as already depicted 
in the figure by MRa^h, is obtained by horizontally summing the 
marginal revenue schedules of the different markets. However, 
a single monopolist does not recognize the distinct marginal rev- 
enue curves, or even demand curves, of the constituent markets. 
All he notices is a combined demand curve from which he derives, 
in the accustomed mathematical manner, a single marginal rev- 
enue schedule. This sim[)lc marginal revenue schedule (SMR) 
shows the addition to total revenue of selling an extra unit at a 
price that is the same in every market. The discriminating mon- 
opolist sets output to equate DMR with MC. The simple mon- 
opolist settles on the rate of production that equates SMR with 
MC. In most cases DMR will lie above SMR over the quantity 
range where they might intersect MC. Consequently, discrimina- 
tion usually yields a higher output, although there are exceptional 
cases where the reverse might hold true. 

Profits. Unless discrimination unduly increases the costs of 
producing and selling, a given output will always yield a greater 
total revenue, and hence profits, if sold at discriminating prices 
rather than at a single quotation. A discriminating monopolist 
will then make a larger profit even at the output that is most 
profitable for the simjde monopolist. His profit superiority is 
therefore even greater when he produces and sells the (usually 
larger) output that is most profitable under discrimination. 

Discrimination between Markets Separable at Will 

It is conceivable that a monopolistic seller might be able to 
divide the total market into a number of submarkets at will. 
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For example, a monopolist might be in the business of installing 
and servicing a patented water filter and softener in family homes. 
In any given city, there is usually an undesirable neighborhood (in 
some hot converted swamp perhaps) and a desirable neighborhood 
(on some hill with a view and cool breezes). As one ascends Hill- 
side Road, from West First Street in the undesirable district to 
W^est HiOth Street at the top of the hill, there is likely to be a fairly 
even gradation upwards in both the size of family income and the 
amount families are willing to pay each month for the proposed 
service. Fhe management of this monopoly can charge different 
|)ri(:es to different families — so long as it doesn’t make such a 
policy seem too personal — since they can hardly resell its service or 
remove its installed water units. The company might charge 
$2.00 a month to all customers between West First Street and West 
r)0th Street and $3.00 to all service subscribers west of that; or the 
dividing line might l)e made at West 60th Street, or any other 
street for tliat matter. 

In Fig. ■)() we sliall suppose that the demand curve (D) indicates 
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the maximum monthly service fees that families will pay, from the 
high reservation prices of people living as far west on Hillside 
Road as West 160th Street, to those living down at the bottom at 
West First. The AC curve represents marginal cost. A simple 
monopolist would equate AC with AK (at M R on the figure) and 
charge $3.30 a month, and every family west of West 90th Street 
would become a customer, but the families east of this rubiron 
would be unwilling to take the service. There is an evident op- 
portunity, however, to increase profits by charging a higher price 
to those further. up the hill, and to offer a lower price that will 
attract additional subscribers from further down the hill. 

Assuming the discriminating monopoly wishes to divide its total 
market in tivo^ it should divide it so that the marginal revenue 
in the first and higher market (MR') is equal to the price obtained 
in the second and lower market (T"); moreover, so that the total 
output is optimum, the marginal revenue in the second and lower 
market (MR") should equal the marginal cost of supplying the 
entire output (AC). Let us suppose that the monopoly achieves 
this goal, on the first attempt, when it decides to divide the total 
market at West 115th Street and to charge $4.00, which is the 
maximum possible. This leaves a potential but untapped market 
east of West 115th Street. Graphically, it is as though we had a 
new vertical axis of instead of the ordinary one, and that we 
now measure quantity to the right from ()', Consequently, the 
marginal revenue schedule of this second and lower market com- 
mences at Fj where the demand curve of this market also starts. 
This second marginal revenue ;>chedule intersects the AC curve 
at a quantity Q", which, by interpolation, is estimated to be at 
West 70th Street. Therefore the monopoly should charge the 
highest price that the people at this level on the hill will pay, 
which appears to be $2.67. The increase in profits due to dis- 
crimination is represented by the quadrilateral FMR"MR MR'. 
It should be noted that this arrangement satisfies the two con- 
ditions listed at the outset of this paragraph. 

It might be that the monopolist desires to divide the market into 
three parts. Then MRi should equal P 2 , MR2 equal and 
MRs equal MC for the entire output. This formula can be 
adapted to cases of 10, 20, or n submarkets. The greater the 
number of submarkets, the greater will be the success of the 
monopoly in turning erstwhile buyers' surplus into profits for 
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itself. A very large number of properly divided submarkets 
approaches the situation of perfect discrimination. 

Basing Points and “Freight Absorption” 

A geographic type of price discrimination is evident in a number 
of industries tJiat do not sell at a factory door price, but deliver 
to the buyer at a price based on some selected point plus freight 
from it. Familiar examples of basing-point industries in the past 
have been afforded by steel, cement, and asbestos. The customer 
cannot buy at the mill or factory, and then himself arrange for 
subsequent transportation; instead, he pays a single price per unit, 
which includes the service and expense of delivery to his door. 
Delivered price systems, as contrasted to f.o.b. price systems, are 
j^racticed in industries where the commodities are homogeneous. 

In the last century all steel was sold in the United States, ir- 
resjjective of where it was actually produced, on the basis of 
“Ihttsburgh plus.” Tlie customer was charged the announced 
price at Pittsburgii plus the freight cost from that point to his 
door. More recently, other places, such as (iary (Ind.) and Bir- 
mingham (Ala.), have also been basing points. In 1948, the U. S. 
Supreme C^ourt eliminated many features of the old basing-point 
system in cement, and hence indirectly in steel. However, because 
of its historic interest, its current parallel in other industries, and 
its possible return, the economics of steel basing points deserve 
study. 

Let us investigate the price discrimination that may arise in the 
simple and imaginary case of a Company A steel mill at Pittsburgh 
and a Company B steel mill at Cary. These two points are about 
500 miles apart and we shall suppose that the freight on a specific 
steel product is $5.00 per 100 ton-miles. We shall further suppose 
(hat this product is selling in Pittsburgh a $50.00 a ton and in 
C.ary at $fi0.00 a ton. At what point along the route between 
Pittsburgh and (4ary will we pass over the “shed” that separates 
one market territory from the other? 

In Fig. 40, the delivered price is shown to rise, from an initial 
level of $50.00, by $5.00 per hundred miles, the further away from 
Pittsburgh and toward Gary the customer happens to be located. 
Delivered prices also rise away from the Gary basing point, where 
they start at $60 a ton. Most basic steel products are identical, 
the output of Company A being no different in quality from that 



PRICE discrimination 349 

of Company B so customers pmdiase on a price basis without 
reference to good will or advertising. In the present hypothetical 
case, one might expect all customers located within .^50 miles of 


$67.50 



Pittsburgh to buy from A (which we are pretending is the only 
steel company there) and all those within 150 miles of Gary to 
purchase from B (the only company supposedly at Gary). Fort 
Wayne would be approximately the dividing point. In the ab- 
sence of price discrimination this would in fact be the result. 

Steel plants enjoy lower per unit costs in the short run as output 
increases. Consequently steel companies are particularly anxious 
to increase sales, which, in view of the homogeneous nature of 
rivals’ products, cannot be had unless a delivered price as low as 
competitors’ prices is quoted. Company A, at Pittsburgh, might 
hanker after the 75 miles of territory between Fort Wayne and 
Plymouth; however, to compete in Plymouth, A would have to 
meet the price of $63.75 quoted there by Company B of Gary. 

A very unattractive possibility for A would be to lower its 
Pittsburgh price to $42.50, add $21.25 freight, and quote $63.75 
in Plymouth. Company A would then get the business between 
Fort Wayne and Plymouth, but it would be realizing $7.50 less a 
ton on the sales it already had ‘‘in the bag” betweer; Pittsburgh 
and Fort Wayne. The net effect could be a reduction in A"s total 
revenue even though it sold a greater steel tonnage. 

A more profitable alternative would be to maintain the $50 
Pittsburgh price and absorb freight in the Fort Wayne to Ply 
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mouth territory. This means that Company A will quote a 
delivered price of $63.75 in Plymouth (as it must), and |67.50 in 
Fort Wayne (as it did before). The mill net at Pittsburgh — i.e., 
revenue per unit after deducting freight — on sales in Fort Wayne 
will be $50 (the announced basing-point price) and on sales to 
Plymouth $42.50 (a freight absorbtion of $7.50). Such a policy 
constitutes geographic price discrimination on the part of Com- 
])any A as its mill net varies according to the location of the 
customer. 

i he practice of quoting delivered prices and absorbing freight is 
a means ol lowering prices to distant buyers, in order to win their 
business, while keeping up prices to those customers already 
attached by geographic proximity. In this way, other things 
ecjual, a given steel tonnage can be sold for a higher total revenue, 
average mill net, and over-all profit. 

However, basing-point systems do not always increase the steel 
tonnage sold by any company. Two can play the same game. 
While /I is iKMietrating into the Gary market, B is doubtlessly 
absorbing freight to enter the Pittsburgh territory. A is deliver- 
ing on the (lary side ol fort Wayne and B is delivering on the 
Ihttsburgli side of Fort Wayne. This cross-hauling keeps the rail- 
roads busy but often represents an economic waste. 

Economic Desirability of Price Discrimination 

I he term “discrimination” has nefarious associations for the 
layman. Large companies have in the past attempted to destroy 
financially weaker and smaller companies by charging abnormally 
low |)rices in common markets and recouping these losses by high 
prices in those areas that the strong company already monopolized. 
Predatory and temporary discrimination of this kind is as bad or 
good as the iuonoi)oly end to which it is a im ans. However, many 
of the examples of price discrimination that we have considered 
are continuous in character, and are not motivated by a desire to 
gam a stronger monopoly through destroying competition. How 
can we evaluate these last? 

I he outstanding result of discrimination is that total revenue, 
and usually net income in turn, are greater than under a uniform 
price ))olicy. In many cases a firm would experience losses if it 
could not discriminate, and therefore would not survive in the 



PRICE DISCRIMINATION 351 

long run. The existence of many such sustained enterprises is 
thoroughly justified and desirable. 

A simple example is that of a small-town physician. Perhaps 
he charges rich patients $10.00 and poorer ones $2.00 for a house 
call. In this way he earns more money a year than if he charged 
a uniform fee of $5.00 per house call. Rich jieople have only a 
slightly elastic demand for this service (since they call the doctor 
as often as they feel sick and ignore the cost), while poor people 
have a much more elastic one (since they weigh the apparent 
severity of the illness against the probable fee). A doctor levying 
flat $5.00 fee would make very few more house calls to the 
rich but far fewer calls to the poor. He might earn so little that 
he would be compelled to quit his practice and the town would 
then lack his necessary services. 

The railroads provide a more complex example. Economic 
ignorance might lead to legislation requiring rail carriers to make 
a uniform charge per 100 pounds per 100 miles. It is inevitable 
that this rate would be too high to permit long hauls or the move- 
ment of heavy goods of low value such as coal. At a uniform 
charge light objects of high value (for example, clothing) would 
relatively be traveling free. The volume of goods that could pay 
the price would be insufficient to cover the costs of railroading. 
Rolling stock would not be replaced and much trackage would be 
abandoned. The transportation industry would wither away, to 
the detriment of the entire economy. 

On the other hand, discrimination, by raising their total rev- 
enue, may enable too many firms, collectively employing too many 
resources, to continue their existence in an industry. A group 
of nine firms, each having rather high overhead costs per unit and 
unduly small plant, is perhaps enabled to continue because dis- 
criminatory pricing yields a sufficiently large total revenue on 
even a small output per firm. A uniform price, charged by all 
firms in the group making a fairly homogeneous product, might 
evoke about the same total industry output, but would probably 
extract a smaller aggregate outlay from all buyers. In this case 
there would not be “financial room” for nine companies, and 
perhaps the number of concerns would fall to six, in which case, 
if overhead costs are important, typical per unit costs might fall. 
If industry output were about the same, then fewer and less 
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valuable resources would be tied up in this line of production. 

In nearly all cases, discrimination, because it yields more total 
revenue for tl)e sale of a given output, has the effect of keeping 
more entrepreneurs in existence than would otherwise be the case. 
Wlicn this enables one doctor to keep in practice, where otherwise 
there would only be enough illness to support half a doctor, we 
are inclined to welcome discrimination. But in industries popu- 
lated by firms with large overheads, and selling homogeneous 
j^roducts, the usual view is that resources are being wasted. Is 
it not possible to develop a reasonably objective yardstick that will 
tell us whether or not the extra subsidy effect of discrimination is 
ccoiKJinically desirable? 

One possilile approach to this problem is to attempt an estimate 
of the ratio of the monetary value of the users’ surplus provided 
by a good to tlie total value of the resources employed in making 
it. VVe might call this relationship of users’ value to resource 
value the economic ratio. This ratio will obviously vary from 
linn to linn and from industry to industry. I'heoretically, there 
will be an average economic ratio for the economy as a whole, 
whi('h we shall assume is 1.6. The more desirable enterprises 
will be those lor wliich the economic ratio is above the average 
of 1.6, and the less desirable will be those with ratios below this 
value. 

I he existence of a high economic ratio is no guarantee that an 
enierprisc will be linancially practicable. What we might call 
the financial ratio, delined as total revenue over total cost, has no 
necessary relationship to the economic ratio already discussed. If 
the linaiuaal ratio is less than unity, the firm is making a loss, and 
will not continue in the long run if privately financed. 

It is of passing interest to note that if a business were able to 
practice pcricct discrimination it would h* vc the same economic 
ratio and financial ratio. 

Knterprise A might have an economic ratio of 1.9 (and therefore 
he etonomically desirable) but have a financial ratio of .9 (in 
which case private capitalism will not sustain it). A change from 
simple to discriminatory pricing policies might raise the financial 
ratio Irom .9 to 1.1. However, the economic ratio will remain 
the same if output is unchanged. In this case discrimination is 
apparently desirable as an economically worth-while enterprise 
is rendered financially practicable and hence continued in being. 
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On the other hand. Enterprise B might have an economic ratio oi 
only 1.2 (below the average of 1.6), and a financial ratio of .8 wirh 
a uniform price and 1.2 under discrimination. Discrimination is 
not economically desirable in this second case, occause, although 
it makes the concern financially profitable. Futer prise B has a sub- 
normal economic ratio and is consequeiiLiy an undesirable Firm. 

These and other theorems regarding the contrasting iiatuie ol 
economic efficiency and financial profit will be developed in 
Chapters 25 and 32. However, the present analysis is enougli to 
reveal the disparity between legal attitudes toward discrimination 
and the lessons of economic theory. And this can hardly be odier- 
wise so long as significant economic concepts remain statistically 
indeterminate. 


Statements for Consideration 

1. Price discrimination occurs whenever a producer sells at different 

delivered prices. Evaluate 

2. Import restrictions may encourage price discrimination on the part 

of sellers located in the protected nation. Discuss 

3. Price discrimination is unprofitable when the elasticity of demand 

in different markets is similar at a uniform price. Explain 

4. Discrimination is economically undesirable because it is sometimes 
a weapon of predatory competition by large companies. Evaluate 

5. Our nation would not have an adeejuate railroad system if freight 

rate discrimination were outlawed. Discuss 

6. When rivals sell a bulky and homogeneous product, such as steel, 

basing-point systems of pricing are almost inevitable. Discuss 

7. Price discrimination cannot occur under conditions of pure price 

competition. Explain 
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Private Profit and General Welfare 

Thk economist should have no special loyalties to labor or 
capital or agriculture but should seek to ascertain and represent 
the public interest so far as this is possilde. General welfare re- 
quires not only that the national product be no less than is desir- 
able (income and enij^loyment theory), and that it be distributed 
in some way that seems equitable and encourages output (prim- 
arily distribution theory), but also that the national product com- 
prise the proper goods in the best proportions (price theory). 
Naturally these three fields of theory overlap. However, one 
cannot study everything at once, and so in this chapter we shall 
dwell on the problem of national product composition and re- 
source allocation. More specifically, we shall see what price 
theory can tell us regarding the likelihood that a free enterprise 
economy will of itself produce this and that good in the most 
useful amounts, rather than employing too many resources to 
make this and hence jnoducing too little of that. Such a study 
inevitably leads us to the (juestion of public: control of monopoly 
and unfair competition. 

A free enterprise economy would tend to produce the right 
things, in the right proportions, and in the right way, if the private 
interests of entrepreneurs coincided with the public interests of 
the economy, d'his would tend to occur if, when firms succeeded 
in maximizing their profits, their marginal revenues corresponded 
to some incremental social gain and their marginal costs corre- 
spc:)ndecl proportionately to some incremental social cost. One of 
the tasks of gewernment in regulating business should be to render 
this correspondence as great as possible. 

Idiere are several major reasons why private net product (i.e., 
profits) are often not in correspondence with social net product 
(i.e., increased economic welfare). One of these reasons is that 
the money costs of a firm may differ from the real cost of produc- 
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tton to the economy. This disparity may be positive or negative. 
In other words, it may cost the economy more or less to produce 
some good than the money cosK of the producing lirms indicate. 
Similarly, the revenues of a firm may differ from the use value to 
the economy of its output, the difference again being either posi- 
tive or negative. A second reason for disparities in private and 
social product is that inequalities in income size prevent the de- 
mand prices of different households from always reflecting the 
relative urgencies of desire for dilfereni goods. A third reason 
is that monopoly- prevents a him from producing as much of a 
good as the economy should use, while monopsony prevents a good 
from being used as extensively by the buyer as it should. Each 
of these causes of resource malallocation will now be considered 
in more detail. 

Real and Money Costs and Revenues 

Some firms are able to escape many of the real costs that they 
occasion, not through fraud, but because of the nature of our 
social structure. For instance, fish canneries inevitably foul the 
air with stench and adjoining rivers with waste, and as a con- 
sequence nearby families must install air conditioners and down- 
stream plants cannot use river water economically. Some of the 
true costs of production in this case are not being borne by the pro- 
ducer. As a consequence, probably either the price of the product 
is too low or the profits of the producer are too high; hence there 
is probably a greater output and use of the product in question 
than would occur if the producing firm’s money costs included 
all real costs to the community. Accident-prone industries are 
also likely to employ too many resources and produce too much 
output, if the true cost of their accidents is not borne by their 
member firms, through the payment either of compensation bene- 
fits or of accident insurance premiums. Some motion picture 
theaters make it difficult for nearby residents to park in front of 
their homes. City bars and saloons do not have to pass on to 
their patrons the extra police department costs they create. It is 
very simple to think of many examples of firms that do not bear 
all their real costs and so in a sense receive a hidden subsidy that 
distorts the character of the national output. 

On the other hand, there are firms that perhaps bear more than 
their real costs. All firms producing goods that are heavily taxed 
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are likely to liave either their profits reduced or their prices 
raised, with the result that output and employment may be con- 
tracted below an economically desirable level. Long distance 
telephone calls, most forms of entertainment, and cigarettes afford 
other obvious examples. The railroads claim that, relative to 
the air lines and truck lines, they pay an undue amount of taxes, 
and if tin's is so the economy is probably moving too few of its 
passengers and freight by railroad. 

Not all lirnis collect the full measure of revenue to which their 
output might seem to entitle them, and when this occurs they are 
also likely to be undersized. For instance, the sort of athletic 
events the public sees depends partly on the ability of sports 
promoters to collect from the public. One would see more 
regatta crew-racing and fewer tennis matches if it were possible 
to prevent peojde from lining a river bank and seeing much of a 
rowing race at no cost. Because this potential revenue is lost, 
promoters organize stadium events instead. 

However, some resources are used to make things that are per- 
haps wanted less by the public than the revenue ol)taincd from 
them might indicate. The renting of billboard space yields 
revenues Iroin firms that wish to advertise. And yet these bill- 
boards arc an annoyance to many persons who might be willing 
to pay not to have them erected. However, there is no established 
j)roceduie whereby the people who dislike billboards can cast a 
money vote against them. Similarly, jukeboxes have no “silence” 
selection, so people who like to eat and converse simultaneously 
cannot express this preference in an effective manner. 

All of us have at one time probably thought of some business 
that would cater to an obvious need only to have some friend 
tell us “there’s no money in it.” Sometimes — but certainly not 
always — this may be because there is no wa*^ of collecting revenue 
from those who really would enjoy the output or because the 
enterprise would have to bear taxes or other costs in excess of its 
real cost to the economy. Occasionally, of course, ^vhen the need 
is too obvious to be denied and no means of collecting from 
beneficiaries exists, the government supplies the need gratis; 
examples arc lighthouses at sea and public health inspectors. 

Many of the examples cited above may seem too trivial to men- 
tion in a discussion of so large a subject as the proper allocation 
of a nation’s productive resources. However, there are many 
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thousands of similar instances in the real world. Some of these 
cases exemplify overemployment of resources and excess output. 
Others exemplify the opposite. In the aggregate, if they were all 
known and listed, their rectification might involve a very laige 
shift in resources and a significant change in the composition of 
the national product. 

In the literature of welfare economics, tlie term private net 
product has often been used lO describe what we Iiave thought of 
as proht, and the term social net product to designate the excess 
of real revenue over real cost. Whichever term is used, one 
fundamental difficulty always remains, however. It is to dehne 
real costs and real revenues, i.e., social net product, in a world 
where money values are known and comparable but the feelings 
of individuals are not. 

Interpersonal Utility Comparisons 

Tliere is no way of knowing whether A or B wants good X 
more urgently. Of course, we can tjuickly discover that A will 
pay $100 for X while B will only offer .$45, but this may simply 
mean that B lias a much lower income. Undismayed, we may 
then di.scover that A will pay $.50 for good Y whereas B will oflei 
$()0 for it. I lowever, this information only tells us that, as com- 
parefl with B, A prefers X to Y. We still don’t know whether a 
unit of X and Y would contribute more satisfaction to A or B. 
And we never will know positively, for the very sintple reason 
that there is no precise yardstick. 

We can still conjecture, however. What are the various rea- 
sons that might prompt A to offer more for X than B does? One 
possible reason, already mentioned, is that A may have more dis- 
posable income. Another is that A may have fewer dependents 
and family responsibilities. .i\nd still another is tliat A s individ- 
ual tastes may be such that he greatly appreciates X. As a short 
cut we shall refer to these differences as income, responsibility, 
and taste differences. 

In general, we should like taste differences to be reflected in 
different price offers so that. the economy can be better guided 
into the ways that gratify them most precisely. However, a man 
with many dependents will clearly not be able to gratib any single 
taste, other things equal, as adequately as a man with no responsi- 
bilities to others. Whether or not this fact is to be regretted is 
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debatable, but we shall adopt the view that the size of families is 
deliberate and that sickness and old age can be covered by social 
insurance. 

Whether a rich man should Jiave a louder voice in determining 
the output and subsequent commodity distribution of an economy 
is often (juestioned. One view might be that inequalities which 
are the result of unecjual productive contributions should be so 
rewarded. J1ie enjoyment of money is a strong incentive to work, 
train, invent, invest, and otherwise contribute to output. How- 
ever, income ine(|ualities that are not based on personal economic 
contributions of the j)ast may be another story. 

If, perhaps (juite unreasonably, we decide that we do not wish 
income inequalities to be reflected in the composition of the na- 
tional product, what still can be said regarding resource malalloca- 
ti(m? Presumably goods that comprise a large percentage of rich 
families’ budgets, as compared to those of poor families, are 
overproduced, and vice versa. However, there are still many 
pioducts that are neither markedly superior nor markedly inferior 
in this sense, l)ut ratlier occupy roughly the same relative place 
in rich as in poor household budgets. 

In the event that both X and V were such goods, and the prices 
at which consumers were buying them were $100 and $80 respec- 
tively, one might not l)e far wrong in assuming that another unit 
of X would provide about 1.25 the utility of another unit of F. 
Such a contention is not logically correct under all circumstances, 
and it might very well be incorrect in the case of any pair of 
buyers such as A and B. But the attributes of individuals do 
tend to ('om entrate around public averages, so that more people 
have almost normal tastes than have very abnormal tastes. Hence, 
so long as goods are ntn. typically poor men’s goods (for example, 
beer) or rich men’s goods (for example, cliampagne), their market 
jnices may roughly rellect their relative contributions to economic 
welfare. 


The Monopoly Problem 

There would still be a disparity between private and social net 
prodiu t, even if income inequalities were unknown and money 
costs corresponded to true costs, if monopolies and monopsonies 
existed side by side with purely competitive firms in an economy. 
"Hie markets of an economy relate the forces of demand to the 
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forces of supply. The manner in which these forces finally in- 
teract and the proportions in which different goods are actually 
produced depend upon the extent of monopoly and monopsony, 
both of which cause suboptimum employmen> and output in che 
affected trades. The distorting inlluence of monopoly and monop- 
sony can best be understood in contrast lo the supply and demand 
interactions of pure competition. 

Resource Allocation under Pure Competition 

A purely competitive economy would be one in which all prices 
are determined impersonally by markets populated with many 
buyers and sellers. There is supposedly a preordained set of prod- 
ucts in the economy and the character of no single good can be 
changed by man. All units of the same good are identical and 
their actual producer remains unknown. There is no deliberate 
product differentiation. Under pure competition the problem of 
resource allocation resolves itself into whether the firms of one 
industry (for example, coal mining) should liave resources trans- 
ferred to them from another (for example, cordwood). 

Let us suppose that the industries that supj^ly coal and cord- 
wood are purely competitive, are located in the same area, use 
many of the same productive factors, and provide alternative fuels 
with which consumers can heat their homes. Let us further sup- 
pose that the final equilibrium price for coal is $12 a ton and that 
for cordwood is $6 a cord. The ratio of these piiccs (i.e., Pc/Pw) 
is 2.0. Now one of the essential features of a purely competitive 
equilibrium is that each producer, accepting the market price of 
his output as a datum, expands production up to the point where 
his marginal costs are equal to price. Hence we can expect the 
cost of producing an extra ton of coal to be $12 for each and every 
mine operator and the marginal cost of cutting an extra cord of 
fuel wood to be $6 for each producer. The ratio of these marginal 
costs (i.e., MCp/MC^) is therefore 2.0 also. In Chapter 18 we 
learned that rational consumers wiU always adjust the rate at which 
they use different goods so that the ratio of these goods' marginal 
utilities will be equal to the ratio of their prices. 

Accordingly we have the following equacions: 

_ Pc . Pc _ . MUq _ MC, 

MC^ "" Pu, ' Pw 
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I lie first equation is due to the profit-maximizing attempts of 
purely competitive producers. And the second equation is due 
to the utility-maximizing ambitions of all rational consumers. 
Prices are the connecting links that render the ratio of marginal 
utilities c(|ual to the ratio of marginal costs. 

1 he late at which consumers will be willing to substitute wood 
foi coal at the margin will be 2 cords lor 1 ton if the price of wood 
is $(] aiui the price of coal is 12. If the price system were sud- 
denly eliminated, and consumers began bartering their fuel in- 
ventoiies, 2 cords to I ton would be the swapping rate and would 
reflect the relative use value of these two products when only a 
fc‘vv units are being exchanged. We might call this 2-to-l ratio 
the “marginal substitution rate of consumers." 

1 he pKKlucers marginal rate of substitution is shown by the 
nuio ol marginal costs. An extra dollar’s worth of productive 
resources will produce cither an extra K 2 of a ton of coal or an 
extia ol a cord of wood. 1 herelore, under certain assumptions, 
the cost to the economy of producing an extra ton of coal is two 
cords of wood and that of producing an extra cord of wood is half 
a (on of coal. 

Costs cak ulated in this way are called ■opportunity costs ” and 
weie discussed in the (irst chapter. I'he necessary assumptions 
are: (1) there is a constant employment by llie etonomy oF each 
prodtu tiee resotirce; (2) the relative amotint oF resources needed 
lor an extra ton ol coal or cord of wood is shown by tlie ratio oF 
the m;ni>inal costs ol coal and wood producino; and (.”1) it is possible 
to transler rc.sonrces From one use to tinothcr. either directly or 
indirectly. 

ProdiK tne rcsotirces tire supposedly allocated in tin optimum 
manner between cotil and wood producing when the marginal 
rale ol substitution tiinong consumers is the .same as that arnon^ 
priKlucers. The truth oF this statement will be more evident if we 
imtigine a government ordering more coal production at the ex- 
pense ol a smtdlcr cordwood output. The pric e of coal will have 
to Itill il consumers are to buy the larger output, and the price of 
cordwood will rise as it becomes .scarcer. We can normally sup- 
pose tliat the marginal cost of producing coal will be forced up 
^^■lnle th.it ol (ordwixrd will fall. Users of coid and wood adjust 
their rates ot consumption to the new prices. It may be that 
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MUc/MUyj is now 1.8 whereas MCr/MCw is now 2.3 instead of 
both ratios’ being 2.0 as hitherto. This novel situation can hardly 
constitute an optimum allocation of resources, for while it is really 
costing 2.3 cords to produce an extra ton, consumers only want to 
give 1.8 cords of wood for a ton of coal. The economy is getting 
a j)oor bargain unless the marginal rate oi substitution among pro- 
ducers (i.e., the ratio of marginal c osts) is the same as that among 
consumers (i.e., the ratio of marginal utilities'). 

The above analysis implicitly assumes that a given consumer 
will buy both coal and wood. Only if this supposition is realistic 
can we say categorically that the marginal utilitie s of consumers 
are in the same ratio as the going prices. Occasionally it might 
happen that one group of people uses coal and another group 
uses cordwood. If each group has about the same income — both 
as regards average and dispersion — this mutually exclusive divi- 
sion of consumers does not seriously affect our conclusions regard- 
ing the allocation of resources. The dollar value of the derived 
consumer utility may then be roughly equal for both groups. 
However, if the coal users are rich and the wood burners are poor, 
or vice versa, our results have a more limited significance. We 
can then only say that pure competition fits resources to effective 
demand as closely as possible. The allocation of resources in 
terms of human needs may not be optimum. But when rich and 
poor arc to be found equally in both markets, the distinction be- 
tween effective demand and human need has no relevance, and 
pure competition can be expected to provide an optimum alloca- 
tion of resources in the fullest sense. 

Malallocation of Resources with Monopoly 

Any economy usually includes a number of enterprises that are 
purely competitive, some of which are monopolies or monopsonies, 
and even more of which are monopolistic competitors. Such a 
variation in the degree of monopoly or competition threatens a 
malallocation of resources. However, we shall see that monopoly 
is not injurious per se in this connection, but only when existing 
side by side with more or less competitive firms. 

We shall suppose in this analysis that there is a purely competi- 
tive copper industry made up of numerous concerns and a single 
thoroughly monopolistic producer of aluminum. The purely 
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competitive price of copper is 30^ a pound, and so this will also 
be the level of each copper producer’s marginal costs. The sell- 
ing price of aluminum charged by the monopolist is 10^ a pound. 
The marginal costs of producing aluminum will certainly be less 
than the selling price, because of the demand schedule’s negative 
inclination and the monopoly situation, and we shall arbitrarily 
suppose them to be 5^ a pound initially. The ratio of Pc/Pa is 
therefore not equal to that of MCc/MCa^ The marginal rate of 
substitution among users will therefore be incompatible with the 
“opportunity costs” of production. 

The allocation of resources could be improved if we began 
transferring a few units of them from copper to aluminum produc- 
ing. 'The prices of copper and aluminum are such that the users 
are willing to give up one pound of copper for three pounds of 
aluminum. However, the ratio of marginal costs shows that only 
a half a pound of copper need be sacrificed in order to produce 
an extra three pounds of aluminum. The opportunity cost of 
producing extra aluminum is only one-half the real price that 
consumers are willing to pay. 

riie economy will therefore experience a gain if resources are 
shifted from c:o|3per to aluminum production until Pc/Pa equals 
MCc/MC'a* Kxpressed differently, copper production should be 
contracted, and aluminum output expanded, until Pc/MCc (which 
is now 1.0) is ecjual to Pa/MCa (which is now 2.0). A contraction 
in copper production will occasion a higher scarcity price for cop- 
per, and in purely competitive industries a slight reduction in 
output below the normal equilibrium will lower marginal costs. 
An exi)ansion in aluminum production will have to be accom- 
panied by a falling price and probably a rise in marginal costs. 
Kvenlually, as resources are transferred and outputs change, a 
point will be reached at which the price-to-marginal-cost ratio is 
the same for both commodities. We shall suppose that an equal 
ratio of 1.5 (xcurs when Pc is 36^, MCc is 24^, Pa is 9^, and MCa is 
Users are then willing to pay a real price of four pounds of 
aluminum for a pound of copper and tliis is also the opportunity 
cost of produc ing copper. Employing all the assumptions of the 
preceding section — except that of universal pure competition, of 
course — we can say that resources are now being allocated between 
copper and aluminum in an optimum manner. 
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Reallocation by Government 

The administrative possibility of bringing about such a transfer 
of resources in an ostensibly free enterprise cc(>nomy is an impor- 
tant problem. 



Fig. 41. Specific Tax To Contract Output (Copper). 



Fig. 42. Price Ceiling To Stimulate Output (Aluminum). 

Total copper output might be reduced by a tax in the manner 
shown in Figure 41. There the cjuanticy scale is broken, so 
that the widely divergent outputs of a single producer and his 
industry can be shown together. The firm in question was pre- 
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viously sup])Jying Qj/ of tlie industry s Qu supply and equating its 
marginal costs to the competitive price of 30f^. 1 he imposition 

of a 12^ tax per pound of copper on producers, represented by 
the vertical distance in the diagram, will raise marginal cost 
schedules of producers and the collective supply schedule of the 
industry by 12^* throughout. The industry now produces 
and (he buyers pay the 36^ price indicated by Ph, The single firm 
under examination will produce at which output it will be 
e(|uating its marginal costs including tax to the market price of 
and cejuating its marginal cost without tax to the net price 
of 21^, which it retains. The use value of copper is indicated by 
the prices buyers pay (36^). The real cost to the economy of 
making an extra pound of copper is shown by the firm’s marginal 
costs without tax (24^). The imposition of a specific tax of 12^ 
has spread these (wo magnitudes apart until the former is now 1.5 
times the latter. 

logiire 12 shows two possible ways of lordng the aluminum 
monopolist to expand. One would be to order a relatively low 
maximum selling price of P* (i.c., 9(^); this would establish a 
maiginal revenue schedule for the monopoly represented by 
PiALUl, (If selling above 9^ is illegal, the price and marginal 
revenue coincide at this figure until the demand scliedulc is en- 
countered at A, after which the relevant marginal revenue is based 
on the normal market demand schedule.) The closest the mo- 
nopolist can (ome to equating MR and MC (at P) is to produce 
an output of ()•_.. The price-to-marginal-c(3st ratio should ncjw be 
1.5 if the government has ordered the proper legal maximum 
price. 

Anoilier possibility would be for the government to oiler a slid- 
ing scale subsidy, starting when output is pushed beyond the 
laissczdairc eejuilibrium of Qi, and amounting to a little more 
than the exc ess of MC over MR for higher outputs. The subsidy 
would vary unit by unit. The absolute minimum that the gov- 
ernment could offer and still achieve its purpose is shown by the 
shaded area DEB in Fig. 42. 

The same principles apply where there are a great number of 
different enterprises. The best allocation of resources in terms 
of effective demand is the one that results when the ratio of price 
to marginal cost is the same for every firm and industry. Accord- 
ingly, interfirm comparisons of the P/MC ratio constitute a use- 



PRIVATE PROFIT AND GENERAL WELFARE 365 


dicates the degree o£ monopoly po^ver being exercised. When 
this formula indicates that a firm is following more monopolistic 
price policies than are average for the economy, the firm should 
employ more resources and expand its output. Contraction of 
production is indicated for those firms which have abnormally 
low monopoly measures. 

It must also be poiitted tut that the above analysis has as- 
sumed the existence of a single layer of enterprises situated 
between factor markets below and final product markets above. 


However, an economy is more likely to have a market structure 
resembling a multiple-decker sandwich, and in this case serial 
monopoly distortion will result. A final product (y) may be 
produced by an enterprise monopolizing to an extent of 1.4 and 
processing an intermediate good (x) that is sold by a concern 
having a monopoly of 1.2. The serial degree of monopoly that 
has been pyramided in this manner is 1.4 X 1-2, or 1.68. If the 
economy’s average degree of monopoly, calculated over the whole 
span from primary factors to end products, is 1 .5, then the monop- 
oly being exercised in making y and x should be adjusted so that 
their serial monopoly effect is not over 1.5. 

Examples of monopsony are also to be found in most economies. 
In this case there is a varying gap between the supply price (or 
average cost) of the purchased article and its marginal use value 
(because the monopsonist deliberately equates the marginal cost 
of buying to the marginal use value). Ideally, resources should 
be transferred from user to user until the ratios of marginal use 


value to supply price are universally equal. In numerous instances 
serial monopsony distortion will have to be taken into account. 

The existence of monopoly or monopsony prevents a coin- 
cidence of private interest and public welfare. The exercise of 
monopoly poiver has the effect of preventing the specific employ- 
ment of as many resources as are really needed to satisfy adequate y 
a given demand. Hence other less urgent wants are relatively 
oversatisfied. The exercise of monopsony power leads to under- 
use of a good by the monopsonist and its relative overuse by others. 
The presence of either monopoly or monopsony elements is ikely 
to cause a relative underemployment of inputs and a relative 
underproduction of outputs. In comparison, the goods used and 
made by purely competitive industries will be respectively em- 
ployed and produced in too great volume. This is essentially the 
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Government Antimonopoly Policy 

The man in the street is likely to think of the monopoly prob- 
lem in political rather than in economic terms. He probably be- 
lieves that monopolies gain their position by the predatory means 
that are usually collectively described as unfair competition. He 
also j)robably believes that monopoly is dangerous because com- 
mercial dominance can lead, through influence and corruption, 
to political power. He may feel that monopolies are lazy about 
technical progress and slow to innovate. He may dislike monop- 
olies because they make richer men than himself still richer. 
Hence he is opposed to monopolies, and this opposition has caused 
Congress in the past to legislate against monopolies and unfair 
competition. It is probably true to say that the aim of more ef- 
ficient jM’oduction of goods in more desirable proportions has 
been a secondary objective of government administrators, the law 
makers, and the public. The provisions of the law do not deal 
directly with these matters. 

rhe popular imagination often thinks of a monoj)oly as some 
giant firm that supplies 85 per cent, 95 per cent, or even 100 per 
cent of the country’s demand. Do these facts necessarily indicate 
that the situation is so economically undesirable as to permit and 
rc(juire improvement through government action? We have seen 
that one of the main economic objections to monopolies is that 
they underproduce. The seriousness of this can he gauged in 
part by conij)aring price with marginal cost. One tlicoretical 
measure of monopoly power is {P — MC)/P, which tends, when 
a linn is ma\imi/ing profits, to be the reciprocal of its price 
elasticity of demand. Hence, if a monopoly has a relatively elas- 
tic demand, its monopoly j)Ower measure will he low, and the evil 
effects of tlie mono])oly may be slight. In fact, it is quite con- 
ceivable that the single hotel of many a small town has a higher 
{P — MC)/P ratio than w^ould a large national monopoly. Of 
course, the mere size of the latter makes it conspicuous, and its 
larger aggregate profits make it a better political target. 

Public j)olicy must always think of alternatives. If a large 
monopoly, supplying perhaps 95 per cent of the national market, 
were to he dismembered, w^hat then? Would the resulting oligop- 
oly engage in active price competition? Would the new group 
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of firms produce much more output in the aggregate? Would 
these new iirms be able to produce the previous monopoly output 
at no greater aggregate cost in employed resources? Would the 
new firms have large costs lor rival advertising that was not in- 
curred by the previous monopoly? Natu.rally it is impossible to 
answer these questions in the abstract. However, in any particu- 
lar case, they should be rarelully considered, especially by gov- 
ernment officials armed with antimonopoly powers. 

It may sometimes be the wistn course, especially if a monopoly 
owes its position to greater efficiency, to permit its continuance. 
However, steps should be taken to ensure that this efficiency is at 
least shared with the public, perliaps through higher wages, but 
preferably through lower output prices. If the monopoly is 
sheltering behind a tariff, the relevant customs duty should be 
repealed. If it seems that some violation of law can be proved, 
it might be advisable to reach an agreement with the company 
which would cause it to charge a lower price, for the reasons ex- 
plained in the preceding section. It does not matter much that 
a company remains a monopoly, in the sense that it continues to 
be the only seller in a national market, if it is no longer behaving 
like a monopoly but instead is selling at a price that approaches 
marginal cost. 

Of course, a very pertinent question is whether a monopoly 
owes its position to efficiency or to unfair competition. A large 
company can often eliminate rivals in ways that depend, not upon 
its economic efficiency, but upon its financial or commercial 
power. It may be financially strong enough to lower prices tem- 
porarily in the local market of a smaller rival and so drive it out 
of business. The large company may be able to bludgeon its 
suppliers into charging it a price that is not only lower than that 
paid by smaller rivals but is also lower than any price warranted 
by possible economies of large-scale purchasing. Naturally, 
small firms always raise the cry of unfair competition when a 
larger rival cuts its price below theirs, and unfortunately it is 
often impossible to know the motivation and future price policies 
of the larger firm. In theory, there is no particular economic ob- 
jection to a firm’s growth if this increase is based on efficiency; but 
growth due to unfair competition is unlikely to lead to economies 
of production and distribution, besides suggesting that the man- 
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agement is bent on future exploitation. However, this conceptual 
distinction between growth due to efficiency and growth due to 
unfair competition is very hard to draw in practice. 

Actually, although it occasions less public concern, oligopoly is 
probably more of an economic problem than monopoly pure and 
simple. In the United States, there are more instances of oligop- 
oly than of monopoly, and the resources employed by oligopolies 
are more valuable in the aggregate. Many oligopolies engage in 
such limited price competition that their prices are not very dif- 
ferent from those that might prevail if they were combined in a 
single firm. Such oligopolies may waste resources more than 
would a monopoly. Several large firms may engage in a lot of 
unnecessary cross-hauling throughout the country. Rival oligopo- 
lists may undertake expensive promotional competition that is of 
little advantage to the public. They may be in a better position 
to obtain price supports through import tariffs. Oligopolists have 
been known to indulge in unfair competition as well as monopo- 
lists, not so much against each other, but as “majors” against “inde- 
pendents.” All in all, oligopoly is more of an economic prob- 
lem than monopoly, but because more than one firm is involved 
the public often remains unperturbed. 

It is extremely difficult to know how economic principles could 
be translated into applicable controls against oligopoly. It would 
be (juitc impracticable to pass a law that made some government 
agency responsible For bringing the P/MC ratio of all firms into 
ecpiality, if only because marginal costs are often statistically inde- 
terminate. No agency in peacetime is ever going to be given 
authority to determine prices and excise taxes or subsidies for 
individual firms. Advertising and other forms of promotion will 
remain unregulated for a long time to come. 

What then can the federal and state governments do? They 
can continue to prevent unfair competition whenever possible and 
slowly evolve a code of fair competition through superior ef- 
ficiency, but they must be careful not to allow measures against 
unfair competition to be perverted into a program against ordi- 
nary price competition. They can make certain detectable situa- 
tions and actions illegal and give them legally defined names such 
as “monopoly” and “restraint of trade,” even though these situa- 
tions and actions are not always economically undesirable. The 
fact of illegality can be used by the government to bargain with 
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those companies which, in additimi to being in violation of the 
law, are acting in an economically undesirable manner. Out of 
the negotiations, and with the approval of a court, a consent 
decree may be entered, which will in effect eliminate the undesir- 
able aspects of the previous nionopc»1istic” situation. 

This brief prescription is a caricatuie ol government monopoly 
control today. It is a pity that so much discretitm must be left 
to officials, and that tire true objectives of government policy 
cannot be written into aniitjosi and fail trade laws directly, so 
that businessmeil would know better where they stood. Unfor- 
tunately the relevant economic concepts seem to defy legal defini- 
tion in a way that renders them administratively useful, so that 
sensible economic ends must be approached through legislation 
that often seems to have less relevance to economics than to popu- 
lar emotion. 


Statements for Consideration 

1. The special interest of the economist is the general economic in- 
terest of the community. Discuss 

2. I’he money costs of a firm may differ from the real costs of produc- 
tion for the economy. Exemplify 

3. A firm that docs not bear all the real costs it occasions may distort 

the character of the national output. Explain 

4. Sonic very useful goods and services arc not privately supplied 

because there is no profit from supplying them. Evaluate 

5. The prices at which different kinds of goods sell indicate their 

relative contribution to economic welfare. Evaluate 

6. Households with large incomes or few dependents should not be 

placed in a favored position from which they can bid away goods 
and services needed by poorer or larger families. Discuss 

7. It is not the fact of monopoly, but differences in the degree of 
monopoly, that occasion a mallallocation of resources. Explain 

8. Universal pure competition would cause an optimum allocation 

of resources among firms and users. Discuss 

9. There is no way short of government operation by which private 
monopolies can be induced to expand their output. Evaluate 

10. The extent to which a monopoly underinvests is in part dependent 

upon the elasticity of demand lor its output. Explain 

11. A large company can often eliminate rivals in ways that depend, 

not upon its economic efficiency, but upon its financial or com- 
mercial power. Exemplify 

12. In the United States oligopoly may be more of an economic prob- 
lem than relatively pure monopoly. Discuss 
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General Principles of Income Distribution 

What determines the money income of each family or person 
is a question that interests everyone The reason for this con- 
cern is of course the fact that the potential share of each consuming 
unit in the net national product varies witli the size of its income. 
Hence we shall consider some general principles of real and money 
income distribution. 

Some Alternative Principles 

There are many possible and actual schemes of distribution 
and the contrasting nature of some of these alternatives places our 
own economy in clearer perspective. 

The communist formula for production and distribution, enun- 
ciated a century ago, was “from each according to his ability, to 
each according to his need.” In large measure this is the prin- 
ciple adopted within any ordinary American family, with the 
breadwinner earning what he can, old parents and young children 
consuming without producing, and the housewife spending the 
pay check on the needs of the family as a whole. In the past there 
have also been several attempts by groups of families to establish 
utopian communities that would practice this supposedly ideal 
kind of economy. However they failed, probably because, among 
other reasons, a severance of the connection between personal 
production and consumption leads to slack work and low output; 
also, most men and women are unwilling to share goods, accord- 
ing to need, with other people, unless they are close relatives. 
The principles of pure communism in this connection are ot 
little practical interest and it is significant that no attempt to put 
them into operation has been made by any socialistic government 
in the world. 

The government of a completely socialized economy, in which 
the state owned all the natural resources and capital goods, would 
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have the power to distribute the national output according to any 
scheme it favored. It might issue ration books based on the 
Jieight, weight, or other irrelevant characteristics of the individual 
recipient; liowever, such a distribution of goods could not be 
justified on the grounds of equity or expediency, and would of 
course be quite arbitrary. Or the state might attempt exact 
equality in distribution, with each person, subject to slight modi- 
fication according to sex and age and work, receiving precisely the 
same amount of each good as everyone else. In fact, necessities 
arc distributed rather in this way by countries at war, whether 
socialist or not. However, even though no ration book is issued 
to persons who will not report for work, it has been found, in the 
Soviet Union for example, that equalitarian distribution provides 
an insuflicicnt incentive to work harder and produce more. 

The kinds of income that can be earned must depend upon the 
laws of each land and hence any actual distribution of income 
depends upon the institutions of the country. Interest on money 
loans has run counter to religious edict in the past, is socially 
taboo among many primitive peoples even today, and is often 
considered inadmissible by socialists. Rent on natural resources 
is lessened or prevented if subsurface minerals are deemed to be- 
long to the state, private ownership of land is illegal, or entre- 
preneurs are not allowed to sell privately the produce of land. 
Entrepreneurial profits are limited if no man is allowed to hire 
aiioiher as his employee, and they arc eliminated if no one may 
produce lor sale. 

However, in the absence of special limitations of the kind men- 
tioned above, most economies unconsciously evolve distributive 
schemes which, although never planned deliberately, tend to be 
fashioned in a like manner by the same natural forces of self in- 
terest. A combination of free enterprise, the right to employ 
others, the lending and borrenving of money, private ownership of 
natural resources and capital goods, and property and inheritance 
laws has always resulted in the kind of economy still possessed by 
the United Stales. Ehe distribution scheme of such an economy 
is often called the productivity principle, although such a term is 
really only half a description. 

It would be more accurate to say that economies of free enter- 
prise and jnivate capitalism, such as that of the United States, have 
a market price system of income distribution. The income of 
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each subfactor of labor, for example, is tbe product of its »age 

rate an t le number of hours of employment. These are in turn 
dependent upon the supply and demand of this particular kind of 
labor. 1 he supply i:, based upon numeious and varying socio- 
logical and economic conditions. Tlie demand comes directly 
from entrepreneurs and is derived ultimately from the demand for 
the goods they make and sell. These same principles also operate 
in the case of capital funds and natural resources. 

In general, an enlreprenem will never pay more for a unit of 
a factor than it is ^vorth to liim. For example, if each additional 
unit of output will increase the entrepreneur’s total receipts by $5, 
and if the employment of one extra worker will increase his total 
output by 2 units, then llie entrepreneur might pay this worker as 
much as $10 a day after deducting other additional costs. Or, 
if the use of an extra acre of land would increase output by half 
a unit a day, the entrepreneur might pay rent as high as $2.50 a 
day for it. It will be noticed in this instance that the entre- 
preneur’s reservation wage is four times his reservation rent be- 
cause the extra worker was four times as productive as the extra 
acre when measured in units of output. 

One should be very careful not to infer that the end results of a 
market price system of income distribution are perforce equitable, 
simply because entrepreneurs’ reservation prices for factors are 
based largely on physical productivity. For one thing, an entre- 
preneur need not, under certain circumstances, pay each employed 
factor the full value of its net productive contribution; such a 
situation is termed exploitation, and it is analyzed in some detail 
in the final section. The factor incomes that result from a market 
price system of distribution have at times been criticized on the 
following moral grounds. 

First, the price of a factor depends upon its supply as well as 
upon a productivity-determined demand. The supply of factors 
has nothing to do with equity. For example, the supply of un- 
trained labor is always greater than the supply of professional 
labor, because only a few people can afford to defer earnings dur- 
ing years of study; and so the children of poor parents tend in turn 
to earn low incomes. The owners of natural resources in an over- 
crowded country obtain high rents, because of the low land-to- 
labor ratio, but they can hardly claim credit for the excessive 
population. Workers in a poor country, which has not the capital 
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to equip its labor properly, are less productive and receive low 
wages, but they are no less deserving because they had the mis- 
fortune not to be born in another land. 

Second, outlays for land and capital are paid, not to the factors 
themselves, but to their owners, and the property rights of these 
last may not always be in accord with popular ideas of justice. 
Land ownership in some parts of the world is based on earlier con- 
quests. Income earned on inherited property is not earned by 
the individual recipient, even though his assets contribute to 
output. 

Third, employees who earn high salaries or wages usually do so 
because of superior intelligence or strength, which attributes are 
due in large measure to heredity. Some people might claim that 
a man who has inherited strength is no more entitled to higher 
earnings than a man who has inherited blue eyes. Would per- 
sonal effort rather than productive results be the basis of income 
determination in a more perfect world? 

Entrepreneurial Outlays for Productive Factors 

However, we actually live in an economy where single entre- 
preneurs use factors as an incident to earning profits. Accord- 
ingly, the employers of factors arc interested in physical output 
and the extra sales revenue to be derived from selling it. Hence, 
as a practical matter, we must learn how an entrepreneur relates 
factor prices and inputs, and so helps to determine the income of 
each subfactor that he employs. The total of such outlays by all 
entrepreneurs gives the total money income of each kind of em- 
ployed factor. 

Entrepreneur’s Demand for a Single Factor 

Fa cry enterprise must combine a numbei of productive factors 
in order to operate. Certain kinds of labor, land, and capital 
will be in joint demand. Some of these factors may be supplied 
by the entrepreneur himself, but most of them will be hired; in 
either event, there are certain principles that should be observed 
by the operator if he is to maximize profits. 

Each successive unit of a given productive agent that is set to 
work by an entrepreneur has a definite value to him. This value 
is the maximum reservation price he should place on that particu- 
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lar unit. We shall call this maximum reservation price the 
marginal revenue product of the factor and designate it by MRP. 
The MRP of a specified kind of labor, or land, or capital, will 
normally vary from unit to unit. For example, the 17th em- 
ployed man-hour of mason’s skill will have a different marginal 
revenue than the 18th or 19th. 

The marginal revenue product of a factor can be defined as the 
addition to total revenue resulting from the sale of the extra 
output occasioned by the use ol an additional factor unit. It is 
assumed that the number of employed units of other factors re- 
mains unchanged. The determination of MRP rests upon the 
‘‘last” unit’s physical productivity and the extra revenue that this 
increased output will realize when sold. 

Let us consider the imaginary case of a stenographic service 
bureau, which now employs four girls, turns out a total of 200 
pages of typing a day, and charges customers 20^ a page. Perhaps 
a fifth girl of the same skill applies for work. The employer asks 
himself what will be the increase in total receipts if he employs 
her. Let us suppose that possibly, because of increased crowding 
and noise, the output will only jump from 200 to 240 pages a day, 
in which case her marginal physical productivity is 40 pages. If 
this extra output can also be disposed of at 20^ a page — which 
means that the original four girls alone are incapable of satisfying 
the entire demand at 20^ — then the MRP of a fifth girl is 40 times 
20^, or $8.00. If the prevailing wage was $5.00 a day, and this is 
also demanded by the fifth girl, she will presumably be taken on, 
and the bureau will improve its profit position by $3.00. 

One simplification in this case is that we have supposed that all 
other expenses are in the nature of a fixed or overhead cost. But 
probably there will be contingent variable costs, such as the de- 
preciation of an extra machine and desk and the increased use 
of paper, which should not be ignored. If these contingent ex- 
penses amounted to $1.50 per girl per day, the net MRP would 
be $8.00 minus $1.50, or $6.50. 

It is rather unlikely that there would be an infinitely elastic 
demand for stenograj^hic ser\'ice of this sort. And one would 
normally suppose that the management of the bureau would 
always charge the maximum per page that would just dispose of 
the entire output. Accordingly, if there is a demand for 200 



378 INCOME DISTRIBUTION 

pages a day at 20^ a page, it is improbable that the 240 pages can 
be disposed of at the same charge. Perhaps the public can only 
be induced to use the bureau to this greater degree by dropping 
the charge per page to 18^. In this case we must reconsider the 
marginal revenue occasioned by employing a fifth girl. The 
gross change in total revenue is (240 X 18) cents minus (200 X 20) 
cents, or $3.20. However, after the contingent variable expense 
of $1.50 lias been deducted, the net MRP is only $1.70. Evi- 
dently she would not be employed by a rational manager at the 
assumed wage rate of $5.00 a day. 

TABLK 28 
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Table 28 reveals the significant relationships. Column 1 (//) 
is the nuniber of’ units of input, in this case stenographers. Col- 
umn 2 {(),,) is the output in pages per day. Colunin 3 (MPP) is 
inarginal physical product, the change in total output caused by 
using an extra unit of input. Column 4a (/%) is the price of the 
product, in this case a typewritten page; this price remains con- 
stant, indicating an infinitely clastic demand for the product. 
Column 5a {TR) is the total gross receipts obtained from custom- 
ers, and it is the product of Op and Pp. Column 6 (CVC) is the 
total of contingent variable costs, in this case the extra expenses 
of typewriters, paj)er, and the like. Column 7a (MRP) is the 
change in gross total revenue minus the change in contingent 
variable cost. It shows the net worth of an extra unit of input to 
the employer. Under the circumstances, when the demand is 
inlinitely elastic at 20^ a page, it is the demand schedule of the 
entrepreneur for the productive factor. At a prevailing wage of 
$5.00 a day, the bureau should hire 6 girls, but not a 7th. 
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We have asserted that a Ics. than infinitely elastic demand for 
the product IS more than likely. Such a demand schedule for 
typervntten pages is indicated by column 4b. and designated P'; 
for example, oO pages can be disposed of at 2fi each, 105 pages 
at 24^, and so on. Column 5b (7 R') is tbe product of columns 
2 (Op) and 4b (P'). Column 7b {MRP) equal to the change 
in 7 i? minus the change in <]VC, Consequently, the net addi 
tion to the employer s total revenue, after paying extra contingent 
expenses, is $11.50 for the livst giil, $10.70 for the second, and 
so on. 

It is noteworthy that the net marginal revenue is negatwe for 
the sixth and seventh girls despite their positive physical con- 
tribution. 'rhus the seventh girl increases the output of the bu- 
reau by 30 pages a day. However, these extra pages can only be 
disposed of at a price reduction of 2^ a page, which must also be 
deducted from the 275 pages turned out by six girls. Hence the 
total receipts from customets decline from $44.00 to $42.70, a 
negative change of $1.30, to which must be added the increase of 
$1.50 in contingent variable costs, making MRP' equal to — $2.80. 
In this case column 7b is the demand schedule of the employer for 
stenographers, and therefore, at a prevailing wage of $5.00 a day, 
the bureau should only hire three girls. 

The demand schedule of an entrepreneur for a factor is, there- 
fore, the change in output times price, minus the change in con- 
tingent variable costs. Symbolically, 

MRP = A(Op;Pp) - A(CFC) 

Marginal revenue product, if one can assume no contingent vari- 
able costs, is approximately equal to marginal physical product 
multiplied by marginal revenue from the sale of the output. 

In reality, of course, the marginal physical product (MPP) of a 
particular factor depends upon the quantity of other factors with 
which it is employed. In the above stenographic bureau example, 
the size of the room was assumed to be always the same, so that it. 
perhaps became overcrowded as more girls were added; if they had 
suddenly been given a larger room, the entire MPP schedule for 
stenographers might have shifted upwards, especially over the 
higher employment ranges. This notion of the interdependence 
of the MPP schedules of productive agents that are employed to- 
gether is developed in the chapter on land rent. 
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Supply Elasticity of an Employed Factor 

In some factor markets a single employer has an infinitesimal 
influence on the price of the productive agent in question. Un- 
der such circumstances the employer views the factor supply sched- 
ule as a horizontal line located at the level of the prevailing price. 
He can then obtain 1, 5, or 75 units of input without having to 
offer a higher price. Previously we have supposed just such an 
infinitely elastic factor supply. 

However, an employer is often in the position of a rnonopso- 
nistic competitor in the hiring of his labor and of other factors. 
Perhaps he can only obtain another unit of inj)Ut by offering a 
liigher wage rate, since extra workers may have to be recruited 
from other firms or towns. In most situations he will be unable 
to pay different workers unequal wages for the same kind of a 
job. In the absence of discrimination, the higher price will have 
to be offered not only to the “last” unit of input but to all the 
other intramarginal units as well. Therefore, the increase in the 
total (ost of the factor (A/C/) will have to exceed the factor price 
(Pf), when the factor supply is less than infinitely elastic (i.e., when 
its schedule is positively inclined). 

TABLK 29 
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A situation of this kind is shown in Tabic 29. Columns 1 and 
2 together constitute a supply schedule of stenographers hired by 
the day. The addition to the total payroll (MC/) occasioned by 
hiring a second girl is $4.50, even though the wage rate will only 
have to be raised to $4.25. The explanation is that the extra 25^ 
a day, whicli is required to attract a second girl from some other 
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occupation, must also be given to the first girl, assuming no dis- 
crimination by the employer among his hires. 

What will be the number of employees, the wage rate, and the 
total payroll, when the basic data are those of ilie first four columns 
of Table 29? Columns 1 and 2 indicate a rising supply schedule 
for the factor, columns 3 and 4 show a falling demand schedule 
for the product, and columns 2 and 3 give the inpui-to-output 
ratio. We are confronted perhaps with a situation of monopso- 
nistic competition in the hiring of labor and one of monopolistic 
competition in selling the product. The entrepreneur should 
attempt to equate MCf and MRP^ vvhicli aim is most nearly 
realized when he hires 3 stenographers. He can be expected to 
offer the lowest daily wage that will attract this number of girls 
into his employ; this wage, as the supply schedule shows, will be 
$4.50 a day. The daily payroll is $13.50. 

The entrepreneur decides on the factor price he will pay when 
he is in the position of a partial monopsonist. There is no single 
and prevailing market price for the entrepreneur to accept or re- 
ject. Being confronted by a positively inclined supply schedule, 
he distinguishes between Pf and A/C/, and estimates the wage and 
input combination that will maximize his profits. 

Pure Competition, Monopoly, and Monopsony 

An entrepreneur is active in a number of markets. He may 
sell a number of different products and he uses a number of differ- 
ent factors. Competitive conditions will not be the same in all 
these markets. In one of his product markets he may be a com- 
petitor, in another a monopolist, and so on. In one factor market 
he may be a pure competitor, in another a partial monopsonist, 
and so on. We shall simplify by supposing he has only one prod- 
uct to sell and one factor to hire. In this case there are four pos- 
sible situations in which the entrepreneur might find himself. 
In every case he will add units of the factor until MC/ ~ MRP. 
However, this profit-maximizing formula can be expressed more 
specifically in the first three of the four following cases. 

Case 1. Pure competition in both the sale of the product and 
the hire of the factor. The factor supply schedule and the product 
demand schedule are infinitely elastic. The entrepreneur logi- 
cally need not distinguish either between Pp and MR or between 
Pf and MCf. The entrepreneur has no price policy in either the 
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input or the outjnit market. This case is the most special one 
possible and is emphasized to a dangerous extent in most elemen- 
tary textbooks on economic theory. The entrepreneur hires extra 
units of the factor until Pf = (t>'Ppj where </> (phi) is the marginal 
physical product. 

Case 2. Pure competition in the factor market and partial 
monopoly in the product market. MRP will now only be posi- 
tive, irrespective of the marginal physical productivity of any 
factor, if demand for the product is elastic over the relevant output 
range, riie general equation of MCf and MRP can be rephrased 
more specifically as Pf — MRP. The entrepreneur has a price 
policy only in the product market. 

Case 3. Partial monopsony in the factor market and pure 
compelitioji in the product market. The entrepreneur rightly 
distinguishes between MCf and Pf because the supply schedule of 
the factor is positively inclined. The most specific rule for max- 
imizing profits is for him to eejuate MC; with This is equiv- 

alent to e(|uating MCf and MRP. The entrepreneur has a price 
policy only in the factor market. 

(hise /. Partial motiopsony in the factor market and partial 
7nonopoly in the product market. The concern should equate 
MCf with MRP. riie entrepreneur will have a price policy in 
both markets, d his formula for maximizing profits is, of course, 
the most general of all. It is the one that should be stressed. 

Another Practical Example 

It is sometimes remarked that we write prose all our lives with- 
out knowing it. Some businessman or farmer, reading the above 
analysis, might snort and assert that he had never thought in such 
terms in his life. Of course some entrepreneurs do operate by 
guess and by (iod for a short while. But m )st successful business- 
men and farmers do use this line of reasoning as much as possible, 
although they might be surprised to learn that they ^vere engaging 
in the incremental comparisons of marginal analysis. 

In fact it is hard to imagine any other rational procedure. If 
a sheep rancher is contemplating the lease of an extra section of 
grazing land, what else can he do but ask himself the extra costs 
and re^enues its use may occasion? Kno^ving the land, he can 
estimate how many more sheep he can keep on it, and he must 
turn this into lambs and wool, and then into extra total revenue on 
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the basis of assumed prices. More sheep may mean an extra 
herder, more salt, and a little more expense at shearing time, and 
so he estimates the extra contingent costs. Whatever gross surplus 
is then foreseen must be set against the cost of the lease. Some 
decision whether or not to take up the lease is now indicated. 

The rancher, in going through these steps, roughly estimated 
MPP (the extra lambs and wo(d), Pp (the prices ot lambs and 
wool), CVe (the extra expense lor herders and materials), and 
MRP. The MCf (annual lease rental) was known. Incremental 
analysis is just logic, and most managers try to be as rational as 
possible. 

Optimum Outlays for Productive Factors 

An entrepreneur uses more than one agent of production in 
making his output. Consequently he has the task of combining 
different factors in the proportions that he estimates will prove 
most profitable. In reality he has at least two problems to solve. 
One is to secure the greatest possible gross financial return for 
any given outlay of capital funds. The other is to invest in pro- 
ductive resources at an over-all rate that maximizes his profits. 

The entrepreneur will obtain the greatest posible output for a 
given expenditure of capital if he can keep the ratio of marginal 
physical productivity to marginal purchase cost the same for every 
factor he uses. An extra dollar of capital funds will hire l/MC; 
units of input (for example, $1.00 will buy two units of a factor 
if its marginal cost is 50f^). An additional unit of input will 
occasion an extra output of units (for example, 3 pounds). 
Consequently, an extra dollar spent on this factor will bring a 
marginal physical return of (l/AfC/)'<^, or about 6 pounds in the 
present case. Moreover, inasmuch as the marginal physical return 
on an extra dollar spent for labor (subscript r) should be the same 
as that obtained on an extra dollar spent for land (subscript d). 


<t>r 


and 


<f >(i 

MCa 


should be equated whenever possible. It will then be impossible 
for a reallocation of funds to increase output. Pf can be substi- 
tuted for MCf when the factor in question has an infinitely elastic 
supply. 

Another problem is what total investment on all factors an en- 
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treprcneur should make. Should lie expand or contract his inputs 
and outputs and rate of operations? The general principle he 
should follow is to invest capital funds in additional inputs — 
always hiring the different factors in order to maintain the equa- 
tion given inirnedialely above — until he is just able to recover the 
last dollar laid out. 

It is evident that the selling of one extra unit of output will 
occasion some change in total revenue. This change will be 
symbolized by AIR. It will then be approximately true that one 
extra unit of input will bring about a change in total revenue 
(AIR) equal to its marginal physical product ((/>) times the extra 
revenue resulting from the sale of an extra unit of product (AIR). 
Now one extra dollar spent on a factor buys l/AlCf more units of 
it for use. And each extra unit of input employed realizes 4>*AIR 
extra revenue. Therefore the marginal gross revenue obtained 
from one dollar invested in extra units of a factor is 

<I>MR MRP 

TfcT" MCf ' 

'The value of this ratio will of course be unity when the numerator 
and denominator possess the same magnitude. In other words a 
dollar of investment will bring back a marginal f^ross revenue of 
one dollar when the marginal cost and the marginal revenue of a 
specific factor arc ecjual. The marginal net revenue occasioned 
by the investment will then be zero and at this point the entre- 
preneur should stop expanding. 

What of the rate of interest in this connection? The reality 
of interest rates can be taken into account in the above equations 
by including the cost of money in MCf as one of the expenses of 
investment. A zero marginal net revenue on outlays for factors 
will then signify that the investor is earning exactly the normal 
rate of return at the margin. 

One application of these principles is of financial importance. 
Let us suppose a normal rate of return is generally supposed to be 
4 per cent and that the profits of a particular firm have been at a 
rate of 10 per cent for many years. Should that firm obtain more 
funds to expand its operations? Not necessarily, because, al- 
tliough the average net revenue from its operations may be 6 per 
cent, after allowing for a normal 4 per cent opportunity cost on 
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money in general, the marginal net revenue may already be at 
zero. xpansion and contraction of operations should depend 

upon the net return obtained at the margin rather than on an 
average. 


New Inventions and Marginal Vroductivity 

The state of the arts is always advancing. New machines may 
be invented that alter the productivity of land and labor and 
capital goods investments used la some [^articular employment. 
And management is continuously finding new methods that are 
more efficient. Ihese inno\ations alter the productivity of some 
kinds of factors relative to ll^at of others. As a consequence, 
entrepreneurial demands for productive resources vary also, and 
the relative size of factor incomes becomes altered. 

Let us suppose that a new biochemical discov ery now makes it 
possible at negligible cost to raise a given bushel crop of rice when 
using .40 times as much land and .67 times as much labor as before. 
Such an innovation apparently makes the average physical pro- 
ductivity of land 2.5 times, and that of labor 1.5 times, as great 
as before. What may happen to the incomes of the landowners 
and workers who arc involved? 

The demand for land on the part of rice growers may decline. 
Each acre, for example, may in general be 2.5 times as physically 
productive as before, but the extra output can probably be sold 
only at a lower price. If the elasticity of demand for rice by the 
public were absolutely zero, only 40% of the land and 67% of 
the labor previously used for rice growing would remain in that 
employment. On the other hand, if three times as much rice 
could be sold without depressing the price, 1.2 times as much land 
and 2.0 times as much labor would be required. However, these 
are extreme assumptions. 

Let us suppose instead that in actuality the rice crop is doubled, 
that the price of ri(*e is halved, and that rice growers sell in a 
purely competitive market. Hence they view the price and mar- 
ginal revenue of rice as being ideiuical. The demand schedule 
of a typical rice grower for land will then become about 1.25 times 
as high as before because the new productivity of 2.5 times out- 
weighs the new price of .5 times. A typical rice grower^s demand 
schedule for labor will become .75 times as high as before because 
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the new productivity of 1.5 times is overbalanced by the new 
price of .5 times. Therefore the employment of rice land will 
rise and the employment of rice labor will fall. 

However, while the owners of rice land will receive larger in- 
comes, one cannot estimate the extent of this increase without 
making additional assumptions. If other kinds of land can readily 
be used for rice, and if rice has replaced the crops this other land 
used to grow, then the supply of land for use in rice may be so 
elastic as to prevent any appreciable increase in rents. Conversely, 
if rice land is of a special kind and limited in supply, or if alterna- 
tive demands for agricultural land are unaffected, rice land rents 
will rise and so will the incomes of its owners. Similar reasoning 
indicates that the earnings of rice workers will fall only to the 
extent that those who are laid off experience difliculty in obtaining 
alternative emjiloyments. 

In general, an innovation will increase the earnings of directly 
employed factors only if the demand for the produced output 
is so elastic that the decline in marginal revenue is less proportion- 
ately than the increase in factor productivity. However, each 
factor within the employing firm must shift for itself, and so the 
specific effect on particular factors must also be considered, as in 
the above manner. The availability of alternative supplies will 
check an income increase if the physical demand rises and the 
possibility of substitute employments will check an income de- 
crease if the physical demand falls. 

Substitution of Factors 

Most factors of production are, within certain limits, in rival 
supply; that is to say they are substitutes, and in competition with 
one another. A fairly slight change in the relative prices of two 
competitive factors may cause a firm to substitute the factor that is 
now comparatively cheaper for that which is now comparatively 
dearer. As we have seen, ignoring cases where the employing 
firm possesses monopsony power, entrepreneurs will adjust the 
quantities in which they use different factors until their respec- 
tive marginal physical products are in accord with their respective 
prices. It follows that, if one factor becomes relatively more 
abundant, and hence comparatively cheaper, it will tend within 
limits to be introduced into firms as a substitute for other factors 
with which it is in rival supply. 
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Let us imagine a country, which has long excluded foreign 
workers and where wages are high, that suddenly permits un- 
restricted labor immigration. In agriculture, to take one ex- 
ample, farmers who previously employed one man for each 25 
acres may now alter this ratio to one man for each 20 acres. In 
this case the new laborers do not drive the land out of employ- 
ment, and are not absolute substitutes; they are relative substitutes 
in that the ratio of labor to land has altered so that comparatively 
more labor is now employed. 

The extent to wliich these new laborers can penetrate into 
established producing units, and be taken into employment in 
combination with other factors, depends upon the extent to which 
the marginal physical productivity of the added factor alters when 
recombined in new proportions. As a general rule, the physical 
productivity of the marginal unit of the factor that is now com- 
bined in smaller relative amounts tends to rise, and that of the 
factor now combined in larger relative amounts tends to fall. 
For example, if new labor is penetrating into established firms, so 
that the ratio of labor to land within them is increasing, the mar- 
ginal physical product of labor will be falling relative to that of 
land. 

If a fairly small change in the labor-to-land ratio brings about 
a comparatively large alteration in the ratio of their marginal 
physical products, workers will find it requires a larger reduction 
in wage rates in order to gain employment within productive 
combinations. Their eventual employment will mean higher 
land rents per acre and lower earnings per worker. On the other 
hand, if the marginal physical productivities of different factors 
are rather insensitive to changes in the proportions in which they 
are combined, workers should succeed in securing employment at 
wage rates only slightly below their previous levels. Such ease 
of substitution usually means that factor prices tend to be more 
stable than they would be if altered factor proportions drastically 
affected marginal physical productivities. 

Various formulae have been developed in the past to yield co- 
efficients expressing ease of substitution. One possible approach 
is to say that substitution is “easy” if, in relation, to the total in- 
come of all factors employed by the firm or in the economy, the 
aggregate income of the penetrating factor tends to become greater. 
For instance, if A enjoyed 30 per cent of national income before. 
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and 35 per cent of a larger national income after additional 
supplies of A have been combined into firms, substitution for A 
has been simple. It would then be said that its elasticity of sub- 
stitution exceeded unity.* 

Exploitation 

It is sometimes claimed by labor and its sympathizers that em- 
ployers exploit their workers. Also some economists have held 
that monopoly and monopsony necessarily lead to an exploitation 
of factors if producers attempt to maximize profits. The theo- 
retical [)Ossibility and significance of such factor exploitation need 
to be examined. 

Kxj:)loiiation can be defined in various ways. Many people 
would hold that exploitatic^n exists when an entrepreneur pays a 
factor less than its worth to him when employed. If a factor is paid 
its full use valtie, it shotild l)c able financially to buy back from the 
employer what it has produced, and it will have escaped exploita- 
tion. Of cotnse, the use value of a factor cannot be computed 
unless, in addition to the selling price of the product, the peculiar 
contribution of the specalic fatten' toward the employer’s total 
c.)utput is known. In the past, economists have defined the 
exploitation j:)cr unit of factor input as the excess of marginal 
physical prcxluct times selling price of the output above the 
factor pric e. 

Although any kind of factor is theoretically as likely to suffer 
from exploitation as any other, most thinking has concerned the 
exploitation of labor, and in the succeeding analysis we shall follow 
this tradition. First we shall consider the possible exploitation of 
a single gifted employee, who is in a class by himself, because then 
the two possil)le definitions ot exploitation provide the same 
answer. Subscc|ucntly we shall consider both the marginal and 
average definitions when many similar workers are employed. 

* hi j^cnoial, the elasticity of substitution of factors states the proportionate 
changes in the relative cin])loymcnt of both factors divided by the proportionate 
changes in their relative prices; symbolically this might be expressed as 

\Qa AP» ) \/’a•AQ^ ) 


\vherc Q and P are an average of ex ante and ex post quantities and prices 
respectively. 
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Possible Exploitation of a Gifted Employee 

It may serve as an engaging introduction to the entire subject 
to consider the possible exploitation of outstanding artists rnd 
athletes who possess great drawing power with the public and 
make commercial appearances. 

Let us suppose that Alberto Pirelli is a famou*^ basso. He is 
offered $50,000 for a season by the Cosmopolitan Opera Company 
and finally accepts because the next best offer he receives is $5,000 
less. The Cosmopolitan, before making the offer, estimated that 
a less outstanding basso would cost it $30,000 in any case, and that 
the inclusion ol Pirelli in the company would result in box office 
receipts $45,000 higher than would be realized if another basso 
were used. In other words, $75,000 is the Cosmopolitan’s maxi- 
mum price and $45,000 is Pirelli’s minimum price. The contract 
for $50,000 that they sign gives Pirelli a kind of rent surplus of 
$5,000 and permits the Cosmopolitan to obtain an exploitation 
surplus of $25,000. 

However, this exploitation surplus will not all be profit. Per- 
haps the Cosmopolitan is able to outbid other organizations be- 
cause it has the largest opera house and alone can accommodate 
all the people who will pay to hear Pirelli. Such a large theater 
naturally costs more to acquire and maintain. Also Pirelli can 
be presented more effectively in the company of other superior 
singers who of course must be paid higher salaries too. It may 
even be that, if the Cosmopolitan were unable to sign Pirelli at 
less than he is worth to it, the company would suffer a loss on the 
season’s operations. An exploitation surplus is like a quasi-rent 
that may lessen losses without providing an absolute profit. 

Exploitation of this kind arouses little interest. The victims 
are well-to-do and instances are relatively infrequent. Accord- 
ingly we shall pass on to the exploitation of ordinary workers who 
are relatively similar to one another. 

Ordinary Workers’ Exploitation 

The circumstances that may give rise to exploitation, as vari- 
ously defined, should be understood. Marginal exploitation oc- 
curs whenever the wage (W) is less than the value of the marginal 
physical product Average exploitation occurs whenever 

W is less than the value of the average physical product, which last 



390 INCOME DISTRIBUTION 

can be written 0-P, when theta is the average physical product. 

Marginal exploitation, assuming firms attempt to maximize 
profits, will result from partial monopoly in selling the product, 
partial monopsony in hiring the factor, or both. If the demand 
for the firm’s output is less than infinitely elastic, MR is less than 
P, and so (i.e., MRP) will be less than <I>-P. Assuming no 

monoj)sony, W is equal to^ the marginal cost of hiring the factor, 
and this will be equated by firms to If there is some 

monopsony, W will be less than MC;, which last is then equated to 
<f>'MRy and exploitation at the margin will be even greater than if 
there had only been monopoly without monopsony. 

Marginal exploitation, as here defined, does not necessarily 
bcnclit the employing firm. The marginally employed unit adds 
to costs what it adds to receipts. Moreover, even though there 
may be exploitation at the margin, it is ejuite possible that the 
firm obtains no aggregate surplus from all the intramarginal 
units it employs. Actually, the difference between and (\>'MR 
is the addition to buyers’ surplus occasioned by adding an extra 
factor unit. And the difference between A/C; and Wy which 
emerges under monopsony conditions, is extra suppliers’ surplus 
for tlie intramarginal factor units that were available at lower 
reservation prices. The persons who do inevitably gain from ex- 
ploitation, ill the marginal sense as defined here, are intramarginal 
produc t iiuycrs and factor suppliers, and not the employing firm. 

One ivould think that the workers would themselves object to 
this marginal definition of exploitation. Surely, it is the value 
of tlieir average physical product that they will normally consider 
their due, and not the value of their marginal physical product. 
All employer, by adding extra men, can eventually reduce the 
marginal physical product of a factor very rapidly, even though 
its average physical product remains high. The use value of a 
typical employee is not the use value of the “last” worker em- 
])I()ycd. 

We are noAv confronted with the average conception of ex- 
ploitation again. The practical difficulty here, as already men- 
tioned, is that there is usually no way of accurately estimating 
the net physical contribution to output of a particular kind of 
factor. Dividing the total output by the total number of em- 
ployees may give a quotient, but the spurious output per man 
that results is also due in part to the cooperative use of other 
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factors employed along with the workers. There are several 
rather unrealistic routes of escape from this dilemma. One w^ay 
is to suppose that the entrepreneur is, for some reason, unable to 
vary the quantity of any of the other factors, so 'hat their expense 
may be treated as a fixed cost. Another is to suppose that the 
most profitable way to combine factors, fiji all outputs, is in some 
set ratio, so that all these factors can be lumped togetliei and 
treated as a single conglomerate factor. 

There will be exploitation, in the average sense, if W is less 
than 0 Such an occurrence may or may not be due to monopoly 
or monopsony conditions, the existence of which is now largely 
irrelevant to the problem at hand. If average exploitation occurs, 
it will be because the use value of the factor to the employing 
firm is greater than the disbursements made to it. Such a dif- 
ferential may be due to either of two circumstances. One is that 
the exploiting firm is able to make greater use value of these fac- 
tors than other firms. The other is that the exploiting firm is 
able to obtain these factors at an abnormally cheap rate. 

If there is no monopsony power on the employer’s side, W will 
be the same for all firms in rival demand for the desired kind of 
labor, and no single firm can obtain labor at specially low rates. 
If only one employing firm makes profits, indicating the existence 
of exploitation, it will probably be because that firm is more 
efficiently operated. Any attack on this kind of exploitation sur- 
plus is an attack on the profits that are normally lield to reward 
superior entrepreneurial efficiency. 

If all, or most, of the firms in the group experience profits, and 
so appear to be practicing exploitation in the average sense, it 
may be due to restrictions on entry into this industrial field. The 
profits may be monopoly profits. Naturally, the factors that are 
employed by these firms would like to share in these monopoly 
advantages, but their moral claim is no greater, and may be less, 
than that of other groups, such as consumers and governments. 

If the employing firm has monopsony power, and finds itself 
confronted by a positively sloping individual supply schedule cf 
labor, it does not have to accept any wage rate, but must deter- 
mine W simultaneously when determining the scale of operations 
that will maximize its profits. The profits, which measure ex- 
ploitation in the average sense, may then be due, not to out- 
standing management or product design, but to the discovery. 
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perhaps in some remote spot, of a supply of cheap labor. How- 
ever, tliis supply schedule of remotely located labor is a datum 
for the entrepreneur and is seldom caused by him. At worst, 
the exjdoiting entrepreneur is then guilty, not of depressing the 
economic lot of the workers, but of utilizing their misery without 
helping them. However, there is no more moral obligation on 
employing (irms unnecessarily to pay higher prices for factors than 
there is on consumers unnecessarily to pay higher prices for the 
goods they buy. 


General Summary 

I here are various ways in which national income might be 
distributed among individuals. In a free enterprise economy the 
iiuomes ol lactors depend upon their prices and the extent of 
their employment, and superficially it often seems that these are 
in turn determined by entrepreneurs in the course of their profit- 
making. I lowever, the entrepreneur ap])ears as a rather passive 
being when viewed in his more fundamental context. He stands 
between j^rodiu t demands and factor supplies over which he has 
little control. If the demand for his product declines, he will in 
tuiii 1 educe employment and indirectly lower factor prices. 
Many ol his other actmns are also in respe^nse to exterior forces. 
Ill .1 sc’use, lie must ac t as an agent ol the buyers in his dealings 
with suppliers, and vice versa. He serves as a front man for each 
and a huller man lor both. If the pressure on liim from the two 
sides is too great, he suffers losses. 

It is olien claimed that in this process the enirejneneur makes 
his middleman’s profit by exploiting the factors he uses. The 
epithet ol exploitation can be defined in various ways. The mar- 
ginal definition tends to make il identical with buyers’ and sup- 
pliers’ surplus. The average definition is usually inapplicable 
because the net physical contribution of each kind of factor is 
ordinarily indeterminate. The extent of exploitation of all fac- 
tors employed by a firm tends to be equal to its profits. These 
conclusions suggest that the term "exploitation,” though fre- 
cpiemly employed, has little practicability, significance, or use- 
fulness. 

A free enterprise system may not distribute income in the most 
perfect manner. Some of the resultant imperfections might be 
remedied through an amendment of property laws rather than by 
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changing the fundamental characteristics of a free economy. 
However, no other system of combining resources for output has 
yet been demonstrated its superior in terms of over-all economic 
efficiency. 


Statements for Consideration 

1. Economic Communism is practiced within most Americ an homes. 

Discuss 

2. Distribution should not be based upon productivity in view of 

the importance of inherited traits. Discuss 

3. The income of factors depends upon law as well as upon eco- 
nomics. ExempUfy 

4. Doctors receive good incomes, not l)ccause of their productivity, 

but because of the high cost of training them. Discuss 

5. Even though we grant that land is productive, it does not follow 

that the landowner, who receives rent, is particularly productive 
or deserving. Discuss 

6. The marginal revenue product of a factor is the contribution of 

that factor to the net profits of the employer. Evaluate 

7. A marginally employed unit of a factor may have a positive 

physical procluct but a negative revenue product. Explain 

8. A monopsonistic employer equates the marginal revenue product 

of labor to its wage rate. Evaluate 

9. A firm, in its use of dilTerent productive factors, should in some 

ways follow a similar rule to that adopted by consumers, assum- 
ing both are rational. Explain 

10. A new invention, adopted by some firm, may increase the income 
of one employed factor while reducing the income of another. 

Explain 

11. Only low-paid employees are ever exploited. Evaluate 

12. When exploitation of a factor occurs, it is often the eventual 
buyers, rather than the employer, who are doing the exploiting. 

Discuss 
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Earnings of Employees 


A MAJOR PORTION of the labor pcrfonried in an economy is 
contributed by employees. The self-employed labor of Cxitre- 
preneurs is of minor importance except in the case of farm and 
retail proprietorships. Hence the subject of employees’ earnings 
covers most of the topic of labor’s rewards. 

Wages, Earnings, and Payrolls 

The j)ay received by employees can be described in various 
ways that need to be distinguished at the outset. The term icage, 
in the following analysis, will refer to the average money rate of 
pay, per hour or {)er piece, received by an individual worker. 
The term earnings will refer to the money pay received by a single 
worker over some prescribed time period such as a week, a month, 
or a year. The term payroll refers to the total money payments 
made by an enterprise to all its employees over a stated time pe- 
riod. The terms real wage, real earnings, and real payrolls cor- 
respond to the above definitions, except that an allowance is made 
for changes in consumer goods’ prices. For example, if earnings 
and the cost of living both double, real earnings remain un- 
changed. Altogether we have six distinct concepts here and sev- 
eral of them have important relationships. 

Some Important Relations 

Clearly there are some definite mathematical relations among 
wages, earnings, and payrolls. An employee’s earnings arc equal 
to his wages times the amount of \v'ork he performs. A firm’s 
payroll is equal to the sum of all the earnings of its employees 
during the same period of time. An enterprise’s labor cost is 
ecpial to its payroll divided by its output. The total income of 
all employees in the economy is the sum of all the payrolls of all 
the firms in the economy. 
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Incidentally, it is always important to distinguish between the 
rates of pay that are determined for each job classification in a 
plant and the average hourly wages of its workers. During 
World War II average hourly wages rose far more rapidly than 
job pay rates for two reasons. First, many employees worked 
overtime, for which they received time and a half, or even double 
time. Second, many firms classified their employees more gen- 
erously, so that they were filling more highly paid jobs, even 
though they were doing the same work in reality. One cannot 
infer that job pay has changed because average hourly wages alter. 

During a long upswing in economic activity there tends to be 
an increase in wages, hours worked, and numbers employed. At 
the commencement of an upswing, when there are still reserves of 
unemployed labor, the increase in employed man-hours is prob- 
ably greater than the rise in hourly wage rates, although later this 
relation is likely to be reversed. In any event, so long as wages, 
hours of work, and numbers employed are all increasing, it fol- 
lows that factory payrolls must be increasirrg more rapidly than 
irrdividual earnings, and that these in turn must be increasing 
irrore rapidly than average hourly wages. 

riiese relations are nicely illustrated by Table 30, which con- 
tains data for production workers in United States manufacturing 
industr ies from 1933 to 1916, a period of almost continuous ex- 
parrsion except for the recession of 1937-38. 

rire latter stages of arr upswing are usually characterized by 
risiirg prices for all kinds of goods. Until a decade or so ago, it 
was supjrosed by rrrost economists that consiurrer goods’ prices 
irrereased irrore rapidly than wage rates, with the result that real 
wages fell. Orr the other hand, more recerrt statistical investiga- 
tiorrs seerrr to irrdicaie that oligopolistic arrd institutional elements, 
at least as regards corrsunrer goods’ prires, preverrt them from 
risirrg as rapidly as wage rates do. If this is generally trire, it 
rrrearrs that, duriirg the upswing, veal wages, real earnings, and 
veal payrolls also increase, bnt not as rapidly as tlreir money 
counterparts. The data of Table 30 seem to bear out this con- 
tention for at least one long period of expansion. 

Prosperity, Employment, and Labor Costs 

When business conditions are improving and a firm is expand- 
ing, a newly hired employee may not be so productive as the 










398 EARNINGS OF EMPLOYEES 

regular employees. However, this relatively inferior worker is 
accepted and paid the same wage as the superior employees. The 
result is analogous to wage discrimination and is, in its way, as 
jnolitable as other kinds of price discrimination. One alterna- 
tive open to the employer would be to attract new employees, of 
the same quality as the regular employees, by paying a higher wage 
lor each job classification. If this higher wage were paid only 
the new employees, there would almost certainly be trouble with 
the former employees; but if the new and higher wage were paid 
to b(nh new and old workers, the employer would have to meet a 
very much larger payroll. Accordingly, most employers maintain 
the same job pay as before, accept the higher labor cost which 
results from taking on poorer workers at the same job pay, and 
by means of what is in effect a hidden sort of wage discrimination, 
j)rc‘vent their payrolls from rising as rapidly as they otherwise 
would do. 

1 he labor costs of an expanding firm, especially if there is a 
general ujrswing in economic activity, rise for several reasons. 
'The payroll rises more ia])idly than the number of employed man- 
hours because of higher wage rates and the increasing occurrence 
of o\ertime. The physical output eventually rises less rapidly 
than the number of employed man-hours because the new em- 
j>l()yees are poorer workers, because the same productive effort 
cannot be maintained over long hours of overtime, and because 
e\w\\ \A;\wV' s xaVvo Vo ev\vu\^\ue\\v vs vvsvw’^, ^\v\\ w 

conse(|uent fall in the marginal productivity of labor. These de- 
velopments coml)ine to raise labor costs per unit of output. 

However, despite the rising labor cost of output that charac- 
terizes an expanding firm during a business upswing, an enter- 
pi ise may still be able to increase its total profits, and even its 
|)rofit per unit of production. An imagim^ry example is given in 
d ablc 31. ddie firm used to produce 50,000 units priced at $10 
and now sells 100,000 units at $15. The overhead of $250,000 
is the same after expansion as before. The materials input 
doubles, and, at an assumed 50 per cent higher price, the total 
materials cost increases three times. The payroll increases five 
times, partly because we assume that, because of lower physical 
productivity, it takes 2.5 times as many man-hours to produce 
double the output, but also because average wage rates have 
doubled. Profits per unit rise from zero to $2.00 and total profits 
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increase from zero to $200,000. This result occurred even though 
product prices rose only 50 per cent in contrast to the 100 per 
cent increase in wage rates. Such an outcome may he quite gen- 
eral because (1) revenue per unit is always greater absolutely 
than labor costs per unit, (2) overhead per unit normally declines 
with a short-run expansion of output, and (3) the physical ratio 
of materials to output remains fairly constant with output changes. 
The significance of this example lies in its ability to explain why 
firms will expand production despite rising real wages and mount- 
ing labor costs per output unit. 

rABLK 31 

Increasing Profits vviiti Rising Labor Costs 

Before Expansion After Expansion 

(50.000 units) (100,000 units) 


Total Per unit Total Per unit 

Revenue $500,000 $10.00 $1,500,000 $15.00 

Overhead 250,000 5.00 250.000 2.50 

Materials 100,000 2.00 300,000 3.00 

Labor 150,000 3.00 750,000 7.50 

Cost 500,000 10.00 1,300,000 13.00 

Profit 0 0 200,000 2.00 


Economics of Overtime 

A rather similar analysis explains why entrepreneurs are often 
wiWmg to pay lime and a haii tor overtime work even though the 
productivity of these extra hours is known to be inferior. 

We shall suppose that all the costs of a firm can be classified as 
either overhead (which does not vary with output changes), mate- 
rials cost (which varies proportionately with output), or payroll 
(which may increase proportionately more than output). It is 
also assumed that all prices and wage rates always remain constant. 
What will happen to profits, in view of these suppositions, if a firm 
lengthens the work week from 40 hours to 48 hours, so that a 
worker is paid the equivalent of 52 hours (30 per cent more) and 
produces the equivalent of 44 howt (10 per cent more)? 

Profits will increase if total revenue minus materials cost in- 
creases by more dollars than does the payroll (overhead can be 
ignored because it is a constant). In the present case total reve- 
nue minus materials cost increases to 1.10 of its former value be- 
cause output has risen 10 per cent. The payroll is now at 1.30 of 
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its former value, since weekly earnings have risen 30 per cent. 
Hence there can only be an increase in profits if the previous 
payroll was less than 10/30 of the previous value of total revenue 
minus materials cost. 

Of course, a firm will be less likely to pay overtime wages if addi- 
tional output can only be sold at a lower price. However, where 
the price of the product is not noticeably affected, overtime opera- 
tions are frequently profitable for the employer. It is best if 
the payroll is not too large relative to the overhead, because he can 
then make more intensive use of his plant and equipment. 

Wage-Rate Differences 

It is a commonly observed fact that wage rates vary tremen- 
dously within a firm and among trades. What is the explanation 
of this variation? It is primarily due to (1) wage compensation 
for otlier jol) aspects, (2) non-competition among workers of dif- 
ferent race, sex, and competence, (3) the uneven demand of the 
economy for different services, (4) union restrictions on labor 
supply, and ( 5 ) government wage and hour laws. 

Compensating Wage Differences 

A job has many aspects and the wage rate is only one of them. 
The steadiness and volume of employment are probably as im- 
portant. Other considerations are working conditions, various 
types of benefits, social attitudes toward the job, and the living 
costs, climate, and amenities of the area where the job is located. 

A worker is probably more concerned with his annual earnings 
than with his hourly wage rate. A steady job always pays a lower 
rate than an irregular one when other things are equal. High 
wages may be both an effect and a cause of interrupted employ- 
ment. The wage may be high because work is uncertain. Or 
the high wage may attract and hold such a large pool of job seekers 
that the annual income of each may be similar, or even lower, 
than that in other trades hiring the same skills. 

Blind-alley jobs have to pay a higher starting wage than ones 
that offer reasonable assurance of steady promotion. In some 
trades the worker is through at 45 years of age, whereas in some 
professions this age may mark the beginning of high earnings. 
However, everyone does not have the foresight or financial stay- 
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ing power to disregard hourly wage rates and instead maximize 
lifelong earnings. 

The employer may or may not provide certain benefits such as 
paid vacations and sick leave, pensions, and severance pay. Em- 
ployer practices in the same industry and area often differ in this 
respect. Consequently many so-called ^vage comparisons are in- 
valid. 

An employee spends most <if his adult life on the job. Noise, 
dirt, bad ventilation, uncomfortable temperatures, uncongenial 
associates, dangerous work or unhealthy surroundings, and ab- 
normal strain of all kinds must normally be compensated by 
higher pay. 

Certain Jobs carry a degree of social prestige (for example, 
teaching), whereas others have at times been looked down upon by 
the public (for example, slaughtering). Generally, indoor white 
collar jobs have been considered more respectable than outdoor 
overall jobs. However, these social distinctions are less clearly 
drawn in the United States than in Europe, so that in many cases 
the pay compensation may have gone too far in this country. 

One must live near one’s job, and so area living costs and clh 
mate become relevant. Wages for a specific kind of job are 
usually higher in New York City than elsewhere because rent and 
food are expensive there. Pay scales in San Diego would be 
higher than they are if that city had Boston’s climate. 

Employers who are in rival demand for workers from the same 
segment of the labor force do not need to pay the same wages. 
Economists, for instance, frequently transfer between government 
and university posts, even though the salaries of these positions 
may differ by several thousand dollars a year. Compensating pay 
differences, such as those outlined above, are necessary to equalize 
the over-all attractiveness of alternative jobs. 

Non-Competing Groups within the Labor Force 

The labor force comprises many segments that are not in com- 
petition with one another. Certain jobs can only be filled by 
persons who, in addition to possessing native ability and acquired 
training or experience, belong to an approved race, sex, and 
religion. Social prejudice may erect barriers to employment 
that are more insuperable than competency requirements. An 
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uneducated Negro woman and a white college alumnus will never 
be in the same labor market. Geographical distance further sub- 
divides workers into distinct supplies of labor. 

Men and women do not compete for many jobs. Social conven- 
tions have prevented women, except in wartime, from being em- 
ployed as bank tellers, cab drivers, and traffic policemen, although 
they may be eciually capable. Lack of physical strength bars 
women from many jobs (for example, mining and riveting), al- 
though this factor is becoming ever less important. On the other 
hand, young women will take many jobs having no future, and 
which are largely ignored by men, because the former anticipate 
marriage and withdrawal from the work force. 

In the ])ast (as in the present) women often received less pay 
than men for the same work. The explanation is that the supply 
of female job seekers, relative to that of male workers, was greater 
than the number of jol)s for which women were considered 
suitable. The relatively keen competition among women forced 
them to accept lower pay and so employers were able to dis- 
ci’iminate between them and men on the same job. This still 
occurs in Kurope, where poverty drives married women into the 
labor force, and where lack of mechanization places more of a 
j)remium on the muscular strength of men. 

d'he American Negro is in the same kind of predicament as 
women generally, but to a far more exaggerated extent. White 
em|doyees and ^vhite customers — rather than employers — will only 
permit the Negro to j)erform certain types of work. The supply 
of Negro workers outside the old South is very great relative to 
the number of unwanted jobs as porters, washroom attendants, 
and so on, open to them. (Consequently they are driven to ac- 
cept low pay. A legal requirement of equal pay for equal work 
Avould a(('om|)lish less for Negroes than is often believed because 
theie are not many job classifications in whicii white and colored 
help work shoulder to shoulder. The employer could always 
evade (he law’s intent by classifying the work of white and colored 
employees a little dilTerently. 

Professional employment is only open to people who possess 
both native intelligence to learn and enough financial resources to 
postpone earnings during what is often a long period of training. 
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Also, ambition, discipline, and responsibility are usually neces- 
sary to some extent. Ihe combination of all these things is not 
encountered so very frequently, and thus the supply of competent 
engineers, accountants, surgeons, and lawyers is limited enough to 
provide them with more than sudiciern iiuomc to repay wliat 
might be termed their “cost of production.” 

Finally, in every economy, there arc a lew stellar roles to be 
filled by rare persons. The oiu .standing j^erformer, whether in 
sports, the arts, or the professions, has a monopoly based on nat- 
ural ability. A Joe Louis, a Caruso, or an Pklison all require 
some training, blit all the training in the world could not trans- 
form an ordinary man into such a boxer, singer, or inventor. 
Each person of this sort is a class unto himself. 

Theoretically, if we were to divide the total labor force into its 
various compartments, the wages paid to workers within a given 
class should all be the same, except in so far as variation is re- 
quired to compensate for other job aspects. 

Derived Demand 

The wage of a job is based on demand as well as supply. The 
salary of a mathematical statistician in Somaliland is low, not be- 
cause of the excessive supply of such persons there, but because of 
the slight demand. No employee can earn a substantial income 
unless his job is essential to the provision of some good or service 
for which there is in turn a market demand. Over periods of 
time, changes in prosperity, techniques, and taste may advance or 
withdraw the demand for a certain service; and this change in de- 
mand may occur more rapidly than the supply can be adjusted, 
especially in a complex culture in which qualifications tend to be 
more narrowly specialized. For example, during World War II, 
the demand for engineering draughtsmen multiplied almost over- 
night. Under such special circumstances, a rapid increase in de- 
mand tends to occasion special earnings for scarce training which 
are akin to quasi-rents; conversely, a very rapid decrease in de- 
mand may unduly depress the annual earnings of those people 
who will only take jobs requiring the skill they struggled to ac- 
quire. Sudden and widespread shifts in demand, coupled with 
specialized training, may widen wage differences. 
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Union Restrictions on Labor Supply 

Most union contracts limit the employer’s selection of workers 
to some extent and in this way constitute a restriction on the sup- 
ply of labor available for jobs offered by the employer. 

The jjractice of seniority, which of course may be observed in 
unorganized shojxs also, is perhaps one of the most universal sup- 
]Ay restrictions. If strictly enforced, it limits the employer, when 
expanding after a contraction, to the rehiring of those workers 
whom he previously laid off. Otherwise he might pick outside 
men who were younger and stronger or willing to accept lower- 
paid jobs. 

Wbether a union shop agreement (which requires a new em- 
ployee to join the union upon employment) constitutes a labor 
supply restriction depends on the entrance requirements of the 
union. If the union imposes difficult tests, high joining fees, or 
a long trial period of employment at low wages, the supply of 
labor will be reduced unless there exists a pool of unemployed 
unionists. Probably the employer will have to pay higher wages 
to recruit extra workers and give these increases to former em- 
ployees also, unless he resorts to the subterfuge of overrating the 
new employees. 

C closed shop arrangements can become outright labor monop- 
olies and have in some instances. The employer may then only 
hire the workers sent to him by the union. Higher wages and 
more freejuent ))ayment of overtime can often be exacted by lim- 
iting the union’s mem])ership. However, a greater opportunity 
for increasing the worker’s real reward, and incidentally raising 
the employer’s labor cost, is the performance of poor and slow 
work. 

Wage and Hours Laws 

A great many employers, and an even larger proportion of em- 
])loyees, are covered by federal or state laws that set minimum 
wages, maximum hours, or both. However the scope of these laws 
is by no means complete, for they often exclude agricultural work- 
ers, linns employing only a few workers, and domestic servants. 
These statutes may also operate to restrict competition between 
alternative labor supplies for a reason essentially similar to that 
jnesented immediately above. 
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Let us assume for the sake of argument that the federal govern- 
ment sets a high minimum wage to be paid by employers in cer- 
tain kinds of interstate commerce. A number of workers who 
were employable at a lower wage will now be unemployable at 
the high wage. It sliould never be forgotten that workers in the 
same trade vary greatly, not only in siu h obvious tilings as their 
individual skill and output, but also as regards lack of absenteeism 
and tardiness, cooperaticn vith the employer, and influence on 
their fellow workers. Some workers are baiely employable at a 
given wage while others may be worth more to the employer than 
they receive. 

A legal minimum wage high enough to haie any real effect 
will stop inferior workers from securing jobs covered by the 
statute. It will also, unless seniority rules prevent it, occasion 
a screening out of poorer workers already employed by firms af- 
fected by the act. It will raise the wages of better workers whose 
superior qualities were not rewarded previously. 

Minimum wage laws both increase and decrease various wage 
differentials. Some workers who retain their employment may get 
higher wages, whereas excluded workers may eventually secure 
jobs at lower wages. The wages of the better workers are now 
more akin to the wages of good workers elsewhere and the wages 
of the poorer workers are now more akin to the wages of poor 
workers elsewhere. Such an outcome seems altogether fair on 
productivity grounds, since the wages of the better and poorer 
workers are now less similar. 

Many persons believe that minimum wage laws raise wages 
generally. It is probably true that raising the wages of the 
lowest-rated jobs in a plant will eventually compel the employer 
to give similar raises to other employees; but this is irrelevant to 
laborers who lose their jobs as a result of the law. It is true that 
some employers not covered by the law will raise their wages, if 
they are in rival demand with covered employers for the same kind 
and grade of labor; but this does not help the poorer workers 
whom the covered employers no longer want. It is true that, in 
a period of manpower shortage, all employers are in rival demand 
for labor; but in slack times workers are in rival supply for jobs. 
It is also true that, if the coverage of the law were made complete, 
poorer workers would not have to accept lower wages; but in this 
case inferior workers might never hold jobs and so they would 
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earn nothing. I he crux of the matter is that a government can 
force an employer to pay a certain wage, but it does not determine 
what workers, and how many, he must employ. 

However, a partial exception must be noted in the case of em- 
ployers who possess monopsony power in the labor market and 
have been exercising it. Recognizing that their supply schedule 
of available labor is positively inclined, these monopsonistic em- 
ployers probably distinguish between the price of labor and its 
marginal purchase cost. They have presumably offered a wage 
that will evoke a supply such that the marginal cost of labor is 
ecjual to its net marginal revenue product to the firm. 

For example, in terms of Figure 43, the depicted firm may have 



^2 Of O 3 

Fig. 43. Miniiiiuiu Wages and Labor Monopsony. 


b(*en paying /’/, and hiring i)j labor, because marginal purchase 
cost {MPC) intersects marginal revenue product {MRP) at A. 
A legal minimum wage may or may not help workers in such a 
case. If it is much higher than the old wage (say fFo in the dia- 
gram), employment will decline (to Q-j), and the payroll will vary 
depending upon the elasticity of the employer’s labor demand 
{MRP). If the legal minimum wage is slightly higher than the 
old wage (say IF;?), the employer will look upon the new wage 
as his new marginal purchase cost of labor, tor the old supply 
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schedule below B is no longer relevant i£ he observes the law. 
Hence he will hire the amount ol labor (Qs) that equates (at C) 
his demand for labor {MRP) with the marginal purchase cost of 
labor In this case the workers secure more employment, a 

higher wage, and larger earnings. The practical difliculty is that, 
even though some monopsonistic employers exist, a minimum 
wage law applies uniformly to all employers in covered indus- 
tries. It is naturally not deu rmined specilically for each individ- 
ual employer. Hence a given minimum wage law may improve 
matters for monopsonisticaliy employed workers in some cases 
while rendering matters worse for them in others. 

How Real is Technological Unemployment? 

Working-class people have feared that new machines would 
take away their jobs and livelihood since the earliest days of the 
Industrial Revolution. The very term “sabotage” refers to the 
wrecking attempts of French workers who threw their wooden 
shoes (sabots) into factory machinery in the hopes ot jamming 
and breaking it. Nowadays such overt wrecking attempts are 
not the fashion, but the same fear of what has come to be known 
as “technological unemployment” remains. And for certain 
workers in certain localities this fear has proved to be well 
founded. On the other hand, some economists have correctly 
shown that labor in general, in the long run, should look upon 
new capital equipment as a friend rather than an enemy, for it 
acts to lighten toil and raise the community’s standard of living. 
Actually, although these two views may appear contradictory, they 
can be reconciled. 

The reality of local short-run unemployment, attributable to 
technological innovation, can be realized from any hypothetical 
example such as the following. Let us suppose a good has been 
manufactured, until recently, at a cost of $1.00 per unit, and that 
of this 80^ per unit was for direct labor. A new type of ma- 
chine now cuts the direct hand-labor needs in half so that, at the 
same wage rates as before, the direct labor cost per unit is now 40f. 
Of course the firm does not experience so large a reduction in 
total unit cost. The new machines incur new expenses. Per- 
haps the new and extra depreciation, interest, and maintenance 
expense, plus extra power requirements, is 30^ The new total 
unit cost is hence 90^. 
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Tlie burning question, so far as the workers who supply the 
direct labor are concerned, is whether these cost reductions will 
douI)Ie sales and output and so preserve their jobs. 

If the producing firm is a monopolistic competitor, it may pro- 
duce a little more and drop its price a trifle, so that the new and 
probably lower marginal costs can be equated with marginal 
revenue. If the firm is part of a purely competitive industry, all 
firms will probably be encouraged to produce rather more, until 
the price declines. In either event there will probably be a 
rather lower price that will somewhat increase sales. Of course, 
there is no way of knowing how great this price decline will be, 
but if we make the simplifying assumption tliat jnice is always 
equal to unit cost, then the price will fall from $1.00 to 90^. The 
demand elasticity must be roughly 20, which is high indeed, if 
outj)Ut is to double and employment remain unchanged. 

Naturally, by changing the assumptions, we can make the lot of 
the directly emjdcjyed workers apparently better or worse. If the 
extra depreciation, interest, and maintenance expenses amounted 
to 10^ per unit, instead of 30^, then the price might fall to 70^, 
and a demand elasticity in the neighborhood of 7, instead of 20, 
would preserve the jobs of the directly employed hands. On the 
othei side, it direct labor has been responsible tor a smaller 
l)roporiion of total unit costs, demand elasticity would probably 
have to l)e even higher than originally supposed. 

It is to be hoped that some of the displaced hand workers can 
transfer to new jobs within the same firm. The new machines 
will need maintenance, for example; it is questionable, however, 
whether the previously employed workers can and will be trained 
lor this work. Many of tlic original workers may have to seek 
employment elsewhere. If there is no adequate substitute em- 
ployment, their best course of action is probably to move, al- 
though it is by no means certain that they will. In either event 
they are victims of technological unemployment. 

However, the innovation of the new-type machinery will prob- 
al)ly not reduce the total demand for labor in the country. Ma- 
chines represent congealed labor, as it were. Machines have to 
be designed and built, which requires labor. They have to be 
serviced and supplied with power after they are installed, which 
requires labor. We are all familiar with stories of wonderful 
new machines that perhaps “will do the work of twenty-five men/* 
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and although this may mean that 25 men will be at least tem- 
porarily looking for jobs, there will not be 25 fewer jobs in 
the economy. The introduction of machinery means that labor 
is being used in other forms and not that less labor in general is 
being used. 

Unfortunately, the use of labor in other forms usually means 
the use of some other people’s labor, and this shift in demand is 
of little solace to the man w!io finds himself no longer needed. 

A practical example may serve to stress the distinction between 
the specific short-run unemployment and the general long-run 
employment caused by new machinery. For some time now me- 
chanical cotton pickers have been slowly introduced and have 
inevitably reduced the demand for field labor. The reduction in 
the total unit cost of cotton is not great, and the price of cotton 
is a very small part of the cost of cotton products, such as shirts 
and sheets, so that little if any extra cotton will be raised and 
picked as a result. 

The sort of people who traditionally pick cotton will seldom' 
be trained and given jobs on machine picker maintenance or 
oil company salesmen. Of course, the production of mechanical 
pickers provides many jobs in the Great Lakes region, but th^ 
is a thousand miles away and often seemingly in another world. 
It is too much to expect that the man or woman who cannot find 
jobs picking cotton will arrive at the gate of the factory making 
mechanical pickers and secure employment. The best that can 
be expected is that the man who takes a newly created job making 
pickers will leave a job, which will be taken by a man who leaves 
another job, which will be taken by someone leaving another job, 
and so on, until the last vacated job is taken by the erstwhile field 
hand. The chain of job substitutions could be very long and 
tangled and yet still not stretch far enough. Of course, in the 
long run, the use of mechanical pickers probably reduces the 
aggregate need for all kinds of labor in supplying cotton, so that 
somebody’s labor, perhaps that of the next generation, becomes 
available for making additional goods of different kinds. In this 
way the national product ultimately becomes larger and more 
varied. 

In many lines of enterprise the first impact of mechanization is 
now over, and the new and superior machinery more often dis- 
places old and inferior machinery. The reduction in directly- 
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employed labor on the spot is then less drastic than when ma- 
chinery was first introduced in place of hand labor. Nevertheless, 
it is important to remember that, even though the aggregate de> 
mand for labor remains unchanged, the people who no longer 
have the old jobs may not live long enough to find the new ones. 

Statements for Consideration 

1. Real wages tend to fall during an upswing in business. Discuss 

2. Labor costs to employers tend to rise during a long upswing and 

hence firms tend to lay off workers until labor costs begin to 
decline. Evaluate 

3. Firms pay workers overtime as a compensation to w'orkers who 

wc3ik extra hours and not because employers profit from this more 
intensive use of their plant. Evaluate 

'i. Wage difrercnces arc clue to demand differences as well as supply 
(1 i f f e re n ( es. Ex c mp I i fy 

5. Costs of training may become either a barrier that separates non- 

competing grou[)s or a basis for compensating differences in earn- 
ings. Discuss 

6. File mechanization of many jobs may liavc reduced the earnings 
differential between men and women in the United States. 

Discuss 

7. Frecpiently it is not the employers who object to hiring Negro 

labor; under other circumstances they would be very glad to, as 
occasionally it can be obtained for lower wages. Discuss 

8. A combinaiion of rigid seniority and high wages may often be 

(juite enough to protect present employees from outside com- 
I jet it ion. Discuss 

\). An increased minimum wage may serve to discriminate between 
relativc^ly productive and non-productive labor. Evaluate 

10. I he iniioduction of machinery may create specific sliort-run un- 
employment while creating general long-run employment. 

Explain 

11. Increased minimum wages may prove beneficial to all affected 

workers in tliosc trades in which employers exercise monopsony 
power. Discuss 
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Union Leaders and Wage Rates 


It may wft.l bf that the primary concern of a union leader is 
the security and growth of Iiis union. Considerations of power 
and jx)litics may override those of economics and finance when 
tliese two are in conflict. A union is more likely to go out on 
strike over the dismissal of a union steward than over the failure 
of an employer to grant vacations with pay. However, apart from 
sudden crises, when the security of the union appears to be 
threatened, a union’s officers and membership are probably more 
continuously concerned with cjuestions of pay than with any other. 

One important point must first be made by way of preface. 
Kach union leader represents only a small fraction ol the labor 
force. Out of a total labor force of slightly over 60 million, and 
an employed force of slightly less than this same figure, only 
approximately one-quarter are organi/ed at all. 'The Congress 
of Industrial Organizations, whidi in general seems to possess 
more < ()hesi\ eness than the American Fedeiation of Labor, has a 
total inemhership of only about one-tenth the country’s employed 
labor force. The largest single union — the Teamsters — includes 
about onc-liftieth of the emidoyed labor force. However, the 
largest independent unions do not make a single cxMitract for the 
whole economy, dlie most important single union contract, in 
terms of the number of workers covered, is probably that negoti- 
ated from time to time by the United Mine Workers, but even in 
this case considerably less than one per cent of the nation’s em- 
ployed labor force is involved. 

A \’ast majority of contracts obviously relate to far smaller frac- 
tions of the economy. Consequently, a union officer, during 
negc3tiations, is presumably interested in advancing tlie financial 
welfare of his own rank and file, rather than that of all working 
people. Another important conseciuence of the fractional nature 
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of union negotiations is that the techniques of particular equilib- 
rium analysis are relevant to most questions of employee pay. 

Wages or Employment? 

Any union leader, who stops to think abf)at the matter, must 
realize that in negotiating with employers he may be seeking in- 
compatible benefits for the rank and file. High wage rates may 
result in less employment than otherwise and more employment 
may be obtainable only at the cost of lower wages than might 
otherwise be secured. There is a dilemma here, although many 
working men and some labor economists may not perceive it. 
In the end, possibly because the rank and file know a wage increase 
when they get one,, but do not see its employment effect, the union 
leader may be forced to act as though wage rate increases and 
worker welfare were one and the same thing. 

In any given situation it is diflicuk to know what the relation 
between wage rates and employment may be. There may be no 
layoffs the first week or month after a new union contract pro- 
viding for higher wages has been signed, for a firm’s demand for 
labor is probably rather inelastic in the very short run. And this 
may encourage unionists to believe that wage rate increases have 
no employment repercussions. 

Eventually, but not immediately, higher wage rates may reduce 
employment below what it would otherwise have been, in various 
ways that may seem unrelated because of the delay between cause 
and effect. First, new methods may be introduced that dispense 
with direct labor; the innovation of these methods may have 
awaited higher wage rates, but superficially it may seem that these 
new methods came along in the normal course of progress. 
Second, previously expanding enterprises may not lay men off, 
but instead grow more slowly or not at all. Third, firms that 
might have become established may now fail to enter the trade. 
Fourth, some firms may years later be forced to close down, by 
which time this may be attributed to the inefficiency of the man- 
agement or some other cause. Fifth, with higher marginal costs, 
firms may tend to charge higher prices than they otherwise would, 
whether in periods of boom or depression, in which case their 
sales and output will be somewhat less, but this may be supposedly 
due to business conditions. The point is that a year or two can 
bring so many new circumstances that the relation between wages 
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and employment is lost from view. Nevertheless, unless the de- 
ductions of economic theory are quite incorrect, that relation 
exists. 

The link between wages and employment can often create a 
diflicult political dilemma for a union and its leaders. On the 
one hand, fewer hours of employment in the aggregate are now 
offered, and on the other more people wish to work at the new and 
more attractive wage rates. Either fewer employees must remain 
employed or more employees must individually work a great deal 
less. If the first policy is pursued, there is the unpleasant necessity 
of making some of the present workers unemployed. If the second 
polic y is j)ursucd, there is the difficult task of deciding how to share 
the limited available employment. Essentially the union must 
decide whether to adopt “closed” policies (which restrict entry 
and limit membership) or “open” policies (which permit anyone 
to be a union member). Naturally, the less inelastic the em- 
ployees’ demand for labor, the more jxnnted this dilemma be- 
comes. 

A great many “closed” labor organizations effect a concentration 
of emi)loymcnt through seniority provisions in the unions’ con- 
tract. As the wage is forced up, those with “seniority” stay and 
those with “juniority” go. Sometimes where there is a union shop 
or dosed shop contract, the usual seniority provisions are supple- 
mented by high joining fees and competency tests that are seldom 
passed. The original membership will then gradually age and 
contract and the reduced employment that goes with a higher wage 
may be effected with fewer layoffs. Normally, despite various 
exce|)tions, the gains of those who retain their employment at a 
higher wage arc usually associated with losses suffered by those 
who must now obtain other employment. Fhere will often be 
a period of idleness and low income before those who are actually 
laid off are able to secure a new job. More important still is the 
fac t that the competition of the displaced worker will tend to 
depress earnings in those occupations where employment is both 
unrestricted and available. The principal exception is when, 
during a period of full employment, the rival demands of firms 
for labor compel unorg*anized plants to provide wages and work- 
ing conditions as satisfactory as those in organized firms. 

In the case of “open” unions, with an unrestricted membership, 
a large pool of partially employed workers develops whenever the 
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wage is forced above the competitive level. If one industry or 
firm pays unusually well for some kind of work, all the workers in 
the area will want to work in that industry or firm, and will prefer 
to work part-time there for the same weekly or annual take-home 
pay. The resultant labor pool may far exceed the needs of the 
industry or firm. An outstanding example of such a development 
is the motion picture industry around Los Angeles. Actually, the 
creation of a large labor pool often leads to some Iiiving liall or 
other means of rotating employment. Economically, unless 
workers obtain other jobs when not employed by the industry or 
firm, a partially employed pool is undesirable because the output 
of the community is reduced. In most instances the interests of 
the economy would be better served by concentrating employment 
upon a favored few. Then the residual labor force, which has 
been rendered “surplus” by the high wage, will be forced, from 
lack of income, to seek and take employment elsewhere. 

The union leader, in pressing for higher wages, must often 
consider what the employer can pay, although, of course, ability 
to pay is not a valid economic criterion of what an employer should 
pay. In the long run, labor earnings must be paid out of sales 
receipts, and so the farsighted union leader must consider the 
output demand curve confronting the employer. He probably 
realizes that the ability of a single firm to pass a wage rate increase 
on to its customers through higher prices is much less than that of 
a group of employers supplying the same product or service. 
Hence industry-wide organization and bargaining is to the ad- 
vantage of the union, and possibly to some of the employers, al- 
though certainly not to the customers. Then, if a wage rate in- 
crease is obtained from all firms in the industry, a general price 
increase can follow, and the total reduction in employment will be 
primarily influenced by the industry’s loss of sales. If the demand 
for the industry’s product is inelastic, and the employing firms are 
numerous and in active competition, the union may be able to 
push them along as a buffer in front of it, and reap monopoly 
profits. Essentially this is what has happened in the bituminous 
coal industry. The more general effect of industry-wide bargain- 
ing, however, is, neglecting monopsony cases, to reduce the unem- 
ployment cost that actual or potential workers must usually pay 
when unions raise wages. 

Of course, if the union has sufficient strength, it may be able to 
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win higher wages without causing reduced or partial employment, 
by dictating work rules and generally telling the management how 
and where to employ labor. If the management is relatively help- 
less or heedless, unions may be able to prevent it from using new 
lab(jr-saving equipment, materials, or methods, so that the firm 
has to emjjloy the same amount of labor as before. The construc- 
ti(m trades are notorious for such practices and “featherbedding” 
has seldom been confined to the railroads. In these cases, until 
the whole industry eventually begins to slip in competition with 
others, organized labor comes remarkably close to having and eat- 
ing its cake. 

Some Union Wage Arguments 

Wages are generally determined, in the absence of legal inter- 
vention, by demand and supply forces and the relative bargain- 
ing strength of the employer and the representatives of his workers. 
lI()W(‘ver, rather than issue a blunt wage ultimatum, many union 
leaders prefer Kj argue that wages be determined according to some 
formula that currently suits their purpose, or that higher wages 
will benefit other groups in the economy as well. Of course, 
unions have no monopoly on invalid arguments, but most of the 
more ingenious theories have originated with them because they 
have taken the initiative in proposing wage changes. 

Employee Purchasing Power 

Union leaders sometimes argue that a higher wage rate will in- 
crease employee purchasing power and so benefit the employer 
in turn. Under extremely unrealistic and favorable circumstances, 
such as a simultaneous wage rate increase by all employers financed 
from inflationary bank credits, it might be possible for money 
wages to be raised generally without inflicting losses upon the en- 
trepreneurial class. However, this is not quite the result en- 
visaged by proponents of the purchasing power argument, and all 
firms acttially do not alter wages together. 

No single employer can profitably finance his customers. Let 
us suppose, for the sake of argument, that General Motors raises 
wages without reducing employment or output, so that its em- 
ployees earn $1 ,000,000 more a year than before. If the employees 
of U,eneral Motors annually spend two per cent of their extra 
income on General Motors products, and if the company can keep 
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10^ of each sales dollar as profit after taxes, General Motors will 
recapture $2,000 of its $1,000,000 greater payroll in the first year, 
and so impair its disposable profit position by only $998,000! 

Of course General Motors’ employees will spend their extra 
earnings on food and clothing and housing, and so farmers and 
garment workers and construction workers, and many others, will 
come to buy more cars and refrigerators, some of them made by 
General Motors. However, if the company’s profits are only 
0.2 per cent of all personal incomes, the national income would 
have to be increased about $500,000,000 before General Motors 
would begin to meet the increased payroll. Now, other things 
equal, how long would it take and how much would it cost, for 
General Motors, through payroll injections of new credit, to raise 
the national income by this amount? Theoretically, if there are 
no leakages from hoarding, it would eventually cost General Motors 
about $250,000,000, and the final consequences would be approxi- 
mated within 25 years or so. 

The conclusion must be that, if a large corporation cannot lift 
itself by its own bootstraps, an ordinary employer, who constitutes 
an even smaller fraction of the economy, certainly cannot. More- 
over, in the above example, it was supposed that General Motors 
had access to unlimited funds with which to finance its experiment, 
and that this introduction of new money eventually raised the 
national income to a point where sales revenue was increased 
$1,000,000 a year too. It is difficult to imagine that many firms 
could or would finance such a foredoomed experiment. 

Ability To Pay 

During periods of prosperity it is often suggested that an em- 
ployer should raise wages when he has high profits. Sometimes it 
is stated, by way of excuse, that an employer with profits has 
ability to pay. However, if ability to pay is to become the basis 
of money transfers between all persons, whether the donor is an 
employer, acquaintance, or someone accosted on the street, we 
would all be left with uniformly low incomes. 

Such a scheme would prove most undesirable if it meant im- 
posing a definite ceiling on each employer’s permissible profits, 
with all excess being disbursed either as a belated bonus to last 
year’s employees or as higher wages next year. The firm would 
have no incentive to increase efficiency beyond a certain limit. 
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Unfortunately, no one can say with finality wliat reasonable ex- 
penses are, what reasonable value the firm has, or what is a rea- 
sonable rate of return in view of the risks of the industry. More- 
over, while this j)lan would tend to raise wages during prosperity 
phases, it docs not provide for reducing wages during a depression 
phase. A proposal of this kind would be a one-way street to 
bankruj)tcy. 

It is barely conceivable that a plan might be evolved whereby a 
basic u^age at zero [profits was adjusted up or down according to 
the profits or losses revealed by the last quarter’s accounts. Busi- 
ness earnings would then be less of a feast or famine proposition 
for the owners. An effective wage rate that adjusted itself to 
business conditions might prevent the employer from expanding 
and (Oil trading his work force so drastically. On the other hand, 
workers wlio are secure in their jol)s would be subject to fluctua- 
tions in income and in a degree would be shouldering some of the 
risks of entre|)reneurship. Also, all eniployc^es would unfairly 
suffer in the short run from incflicient managenumt. 

However, this latter plan is not really a formula for wage deter- 
mination, since the basic: wage rate, and the extent to which it 
should be modified by profits or losses, would still have to be ne- 
gotiated. 

Productivity of Labor 

Many unions have recjuestcd higher wages on the grounds of 
alleged increases in worker productivity. They have pointed to 
(1) liigher value of output per man-hour, (2) higher value added 
per man-hour, or (-1) higher physical output per man-hour. The 
first may obviously be due to higher selling prices, proves nothing 
rc'garding worker productivity, and may even be associated with 
reduced prc^fiis because of disproportionate Increases in materials 
and other costs. Fhe second may be a good indication of in- 
creased ability to pay but that is another argument the validity 
of which has been evaluated above. Actually it is higher physical 
output per man-hour that is usually cited. 

A statistic of physical output per man-hour is obtained from 
dividing total physical output by the total number of production 
man-hours worked. It is important to realize, though, that there 
is no necessary causal relation between the numerator and the 
denominator of this ratio. The output per factory window might 
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be similaTly calculated, but an increase in this ligure could not be 
made an argument for giving the owners of the plant a larger 
share in the sales revenue. It is more than probable that, when 
output per man-hour rises, so does output per machine, output 
per square foot of floor space, output per company president, and 
so on. 

The crucial question is who or wluxt is responsible for the in- 
creased output. In industrv tlie output per production worker 
can usually be incre-ised by equipping him with more modern and 
costly kinds of equipment. .Sometimes m.inagement evolves moie 
eflicient factor coiiibinations. A production rvorker is hardly en- 
titled to higher pay if his increa.sed output is attributable to the 
use of new capital goods purchased out of investors’ funds or to the 
performance by management of its proper function. If a hrm 
launches a program of intensive mechanization, the output of its 
directly employed labor probably increases, owing to its extra 
payments for labor previously employed in making the machines. 
However, when working conditions and equipment within a plant 
are unchanged, and the ratio of labor to other factors is also con- 
stant, it can usually be presumed that the workers are themselves 
responsible for any increased output per man-hour. In general, 
it is only fair that they should be paid more for working harder 
and faster. Worker productivity is not an unreasonable basis of 
wage determination over short periods of time when output 
changes attributable solely to employees can be ascertained. 

In practice, it is extremely difiicult, if not impossible, to deter- 
mine what fraction of increased output is due to labor, rather than 
to capital or management. Hence the productivity formula will 
always lead to uncertain results of doubtful validity. Or some 
constant fraction of changes in output per man-hour may be ac- 
cepted as a compromise figure. Consistent application o ^ sue a 
formula will yield harmful or ludicrous results. Directly com- 
parable jobs will pay different rates if one is in a new and ex- 
panding industry and the other is in a declining trade, f us 
would k unfair to employees in these trades. It would also mean 
that one job would have too many applicants and the other too 
few. Another economic defect is that if all, or an undue fraction, 
of increased output per man-hour is paid to employees, the price 
of the product will not be reduced to the extent that it otherwise 
might have been. Moreover, the employer will not have the 
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same incentives to introduce improved methods and equipment. 
Would management and capital have helped to triple the pro- 
ductivity of industrial labor during the twentieth century if wages 
had throughout been based on man-hour output? 

Over long periods of time, taking industry as a whole, the bene- 
fits of increased productivity are distributed to consumers in lower 
prices and to all workers in higher money and real wages. 

Comparable Wages for Comparable Jobs 

Whether this principle is economically acceptable depends 
upon what jobs are considered comparable by its advocates. Does 
it mean tlic same wage for the same sort of job (1) in a given in- 
dustry throughout the country, (2) in a given area irrespective of 
the industry, or (3) in a given industry within a given area? And 
who decides whether jobs offered by different employers, even 
though in the same industry and area, are really similar or not? 

Payment of a uniform industry-wide wage throughout the nation 
is economically unsound. The amenity and cost of living vary 
so greatly within the country that the payment of an industry- 
wide wage would create real differences in the welfare of em- 
ployees. Another objection is that a uniform industry-wide wage 
would interfere with desirable shifts of labor and capital within 
the nation. I lie old South, as contrasted with the Great Lakes 
area, has too much labor and too little capital. The higher wages 
in the North help to pull labor out of the South and the low wages 
in the South attract capital from the North. Equal wages would 
slow tliis adjustment. 

Payment oi an ecjual wage by all industries employing the same 
kind of labor in an area is also unacceptable on economic grounds. 
Dillerent industries do not provide the same stability of employ- 
ment throughout the year, working conditions may be more or 
less ])leasant, and physical danger may vary. Driving a city bus 
and driving a long distance truck are not really the same job. A 
carpenter in the building trades is in a different context than a 
carpenter in a furniture factory. A more fundamental objection, 
perhaps, is that there are ahvays some expanding and some declin- 
ing industries. Uniform wages for similar jobs in an area would 
check the introduction of new inventions and products and so 
hinder the steady improvement in living that consumers can 
normally expect. 
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Payment of a similar wage rate by different employers in a given 
industry in a given area is less objectionable. However, it should 
only be attempted if all the major aspects of diftereiu jobs— tor 
example, vacations, working conditions, labor relations — make t\-e 
alternative employments reasonable substitutes in the judgment 
of most workers. If the job content olferod hy ilitferent employers 
is equal in attractiveness, a comparable wage will also bo the com- 
petitive wage, and it will possi ss the latter’s usual merits. 

One of these economic virtues is that a prevailing wage imposes 
standards of efficiency on ('ach linn. It usually compels each 
entrepreneur to maintain normal rates of technological progress 
or go bankrupt, just as deep water forces a swimmer to continue 
his exertions or drown. Occasionally this economic discipline is 
allayed when the employees of an inefficient firm accept lower 
wages to avoid being laid off. 

Actual surveys of wages for similar jobs in a given industry and 
area usually reveal a wide range of rates. And in practice the 
demand for comparable rates naturally comes from those groups of 
employees who are being paid less than the average. When and 
if the principle of comparable wages is acceptable, it should be 
applied consistently, and entail a reduction of all rates cur- 
rently above the average. A sound principle should cut both 
ways. 

Bargaining Power in Wage Negotiations 

Much of the preceding analysis may be objected to by some on 
the grounds that either the demand for labor of an employer is 
almost completely inelastic or that most unions have insufficient 
bargaining power to raise wages significantly. In support of the 
analysis it is contended that the labor demand of every employer 
must become zero in the long run above a certain wage rate 
and that the bargaining power of organized workers often exceeds 
that of the employer. The following hypothetical case may 
illustrate these points. 

I.et us suppose Company XYZ operates a plant employing 1,000 
production workers at $10 a day and producing an outpuc of 
5,000 units. The labor cost per unit of output is then $2.00, since 
each worker produces an average output of 5 units in a day. We 
shall suppose that the overhead per unit is $3.00, the materials 
cost per unit also $3.00, and the price $8.00. In terms of totals, 



422 UNION LEADERS AND WAGE RATES 

the revenue is $40,000, the payroll $10,000, materials $15,000, 
overhead $15,000, and pure profits zero dollars per day. 

The eiriployccs are organized and possess a union shop contract 
with the company. The local area has a number of different 
industries and plants, and there is, except for a few unemployables 
and seasonally idle, no real unemployment in the region. Heart- 
ened by these conditions, the union demands a doubling of the 
daily wage from $10 to $20 and an undertaking by the company 
not to introduce new methods or machinery in order to economize 
on labor. 

What is the bargaining strength of the company and the or- 
ganized employees? If labor is well organized in the area, there 
is little possibility of the company’s being able to replace its entire 
work force. It cannot transfer its plant to another area, although 
smaller pieces of etiuipment may be movable at a cost or salable 
at a sacrilicc. If the company shuts the plant down, it will sustain 
a loss, from the continuing overhead, amounting to $15,000 a day 
or alK)ut $5,500,000 a year. If the union closes the plant down, 
its membersliip will immediately lose $10,000 a day in wages, but 
if the period is one of full employment, the workers will in time 
find other work, in the same area or some other, lliey will be 
put to an inconvenience and loss of seniority but for a while they 
may in some localities be able to draw unemployment benefits. 
Under the assumed circumstances both sides will suffer a loss if 
the plant is closed down, but the company can probably least 
afford a cessation of operations. 

If the company accedes to the union demands, and if in the 
short run its demand for labor is rendered virtually inelastic by 
its inability to introduce labor-saving methods or equipment, its 
daily costs per unit will now be $4.00 for labor, $-1.00 for materials, 
and $3.00 for overhead. With total costs of $10.00 a unit, a sell- 
ing price of $8.00, and an output of 5,000 units, it will sustain a 
daily loss of $10,000. However, in the short run, because the 
j)rice more than covers the variable costs per unit incurred for 
labor and materials, it probably will prefer continuing in opera- 
tion at a loss of $10,000 a day to shutting down and losing $15,000 
a day. Of course exceptions can be imagined. The company 
may be run by a management group who have no significant own- 
ership stake in it. Or the front office may become so emotional 
over the union’s demands that it disregards cold calculations of 
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profit and loss in its desire to “teach those fellows a lesson/' 
However, in the abstract, we can suppose that the company will 
still operate and temporarily accept a minimum loss. 

Eventually the time will arrive when various physical assets 
become so worn out that continued repair and maintenance will 
not keep them in operation and they must be replaced. If these 
assets are few in number, are relatively inexpensive to buy and 
install, and are essential to the continued operation of the plant, 
they will probably be replaced. However, when it becomes neces- 
sary to replace a number of expensive assets, the company will 
close down the plant if the prospective quasi-rent, that is the 
excess of total sales revenue over total variable costs, is insufiicient 
to cover the depreciation of new physical assets. In our example 
the company would certainly close down when major replacements 
could no longer be postponed. 

An employer will always have some demand for labor in the 
short run, provided his labor cost per unit of output is not forced 
so high as to render quasi-rents negative. However, in the long 
run, the labor cost must not be so high that it renders profits 
negative. Many wage demands will be paid in the short run that 
will not be met in the long run. 

Herein lies a grave danger for the worker and the economy 
alike. The union membership may sincerely believe that an 
employer can pay a certain wage scale indefinitely because he is 
paying it now. Or the union leadership may realize that the high 
wages they have obtained must be temporary, but counts on being 
elsewhere when, as an ultimate consequence of its acts, the em- 
ployer closes down, lays off all his workers, and stops supplying 
goods to the economy. In the short run, a union worker can 
usually get more; in the long run, he may often have to accept less. 
A wise and conscientious union leader should on occasion decide 
to make more moderate wage demands than the moment permits. 

Summary 

Employee pay is probably the main concern, after union se- 
curity is assured, of most union leaders. However pay may mean 
hourly wage rates, weekly earnings, or total payroll. And over 
time, although the connection may not always be obvious, the 
total volume of employment provided by a single firm or industry 
is to some extent dependent upon the wage rate. Hence the 
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union leader must decide which kind of pay should be maximized 
and liow much unemployment for somebody he is incidentally 
willing to occasion. In carrying on negotiations, the union leader 
may have more bargaining power than is usually suspected, espe- 
cially where a corporation’s large overhead renders any cessation of 
production extremely costly. Most unions usually supplement 
their bargaining power by advocating the adoption of some 
formula favorable to themselves. Certain of these formulas have 
grave implications for economic progress and so it is just as well 
that they arc often advanced without serious conviction. 

It is extremely difficult for employees to increase their real 
income at the expense of others because the employees’ share in 
aggregate national income is ordinarily 60 to 70 per cent of the 
population’s. Employees are a majority group within the econ- 
omy, and (onserjucntly the possibility of greatly advancing their 
economic lot by giving them a larger share of a given national in- 
come is very limited. (Conversely, a relatively small group, such 
as those who received interest and dividends, can be immensely 
benefited by receiving a larger share.) Therefore, if employees 
were re|)rcsentcd by a single union, which they are not today, they 
should be ])rimarily concerned with raising the national output. 

However, in the United States, and in most other countries for 
that matter, the decision to employ and produce and expand lies 
with millions of separate entrepreneurs, who act only when they 
anticipate a profit. They do not look upon outside pressures 
to pay higher wages as an incentive to further risk-taking and 
oiUpiit. Employees as a whole are therefore in a difFicult di- 
lemma, naturally ^vanting higher real income, being really unable 
to secure it l)y their own direct actions, and having to wait im- 
patiently for technological and other events to provide it. If all 
labor e\er became organized, its leaders would have to exercise 
great restraint and statesmanship, more so probably than the 
representatixes of any other special interest group in the economy. 

Statements for Consideration 

1. Since workers arc consumers, farsighted employers realize that high 
Avages that inc rease purchasing power will also raise their profits. 

Evaluate 

2. The bargaining power of employees is always less than that of their 

employer. Exjaluaie 

3. Seniority is very nice for those who have it; but its obverse is 
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“juniority/* and so it is questionable whether seniority really bene- 
fits all workers as a class. Discuss 

4. A higher wage rate may result in a smaller total payroll but higher 

earnings for all the employees of a firm. Explain 

5. An increase in output per man-hour indicates that directly em- 
ployed labor has become more productive. Discuss 

6. A very low wage may create additional job opportunities in a 
plant but reduce the number of workers employed there. Explain 

7. The methods of partial equilibrium analysis are applicable to 

most analyses of wage contracts between a single firm and its 
employees. Discuss 

8. The mere fact that the unemployment effect of rising wages may 

be obscure does not deny its existence. Discuss 

9. A prevailing area or industry wage often enforces certain standards 

of efficiency on each employer. Explain 

10. The employees of a profitable firm have more right to share in 

these profits (through higher wages) than do its customers (through 
lower prices). Disciiss 

11. A union leader would never press for higher wages if he did not 

implicitly assume that the employer’s demand for labor was in- 
elastic. Evaluate 
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Rent on Land 


Only approximately one-third of the aggregate national inrome 
of the United States is paid out to the owners of natural re- 
sources as rents, to owners of capital funds as interest, or to entre- 
preneurs as profits. However, incomes from these sources tend 
to be high, per recipient, because relatively few people participate 
in these three distributive shares. Because persons with large 
incomes usually receive them from these sources, and because no 
great personal effort appears to be involved in contrast to labor 
earnings, many social reformers have attacked the payment of 
rent, interest, and profits as economically unnecessary and morally 
unjustifiable. 

Economic rent — allegedly “unearned” income — is p lid for use 
of the indestructible powers of nature. It does not include pay- 
ments for the use of farm buildings, machinery, improvements 
such as irrigation or drainage systems, or large capital construc- 
tions such as a hydroelectric dam. However, it is, of course, often 
diflicult to separate the elements of pure or economic rent from 
the total use value of a piece of agricultural property or real estate. 

Theoretically, ignoring this problem, the economic rent of a 
particular land holding arises from both the general scarcity of 
natural resources and its own comparative productivity. 

Rent of Land in General 

The only basis of land rent and value, if all land were of uniform 
quality and character, would be the scarcity of natural resources 
relative to other productive factors, such as labor and capital, and 
to population. It is normally true that the productive contribu- 
tion of a marginal unit of some factor is high when that factor is 
combined in low proportions with other factors. And the pro- 
ductive significance of another unit of a factor, already being em- 
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ployed in high proportions, is normally low. This phenomenon 
is somewhat analogous to a college dance, which is being attended 
by 10 fellows and 50 girls; the advent of another fellow (fellows 
being combined in low proportions) will then contribute more 
to the success of the dance than the arrival of another girl (girls 
being combined in high proportions). It also follows that, as the 
combination ratio of a factor (or of fellows to girls) becomes 
higher, an extra unit (or fellow) becomes less significant. In 
economics, this phenomenon is called the principle of varying pro- 
porlions, when productive factors are being considered. 

Varying Factor Proportions 

Land rent arises when tlie ratio of land to other factors falls 
below some critical figure, the magnitude of which depends pri- 
marily upon the state of the arts. 

Let us imagine a country in which the land area consists of 
1(),()0(),()()0 acres of uniform (juality. The inhabitants grow only 
one kind of crop and seem to survive on their monotonous diet. 
Moreover, agricultural experiments have demonstrated that a fac- 
tor cx)ml)ination of 3.0 acres to one man, or of .33 men to 1.00 
acre, yields the greatest output per man. Notv, if the population 
of this country were so low that the number of available agri- 
cultural workers was only 2,000,000, only 6,000,000 acres would be 
cultivated, and the remaining 4,000,000 acres could be had free 
for the asking. 

Alternatively, if a little more land were used, the land-to-labor 
ratio would be less favorable, the output per man would decline, 
and hence the total output also. The marginal productivity of 
the newly cultivated acres would be negative and the output con- 
tribution of the 6,000,000th acre would be zero. Hence the eco- 
nomic rent of the used land, which is assumed no better or worse 
than the unusued land, would be negative. 

On the other hand, if 5,000,000 workers were employed, the 
optimum sujjply of land would be 15,000,000 acres, which is 
5,000,000 more than actually exist. In this case a small increase 
in the available suj^ply of land would increase output, always keep- 
ing the same number of men at work, and so the marginal pro- 
ductivity of land would be positive. The land would then earn 
rents. 

The j)rinciple of variable proportions, particularly as it applies 
to land and labor, is exemplified in Table 32, the data of which 
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TABLE 32 

Land Rent and Variable Proportions 





Total 

Per 

Per 

Last 

Rent 

Total 


Land- 

No 

Bushel 

Acre 

Worker 

Worker 

Per 

Bushel 


to-Labor 

Workers 

Output 

Output 

Output 

Output 

Worker 

Rent 

Stage 

Ratio 

(000,000) (000,000) 

(bu.) 

(bu.) 

(bu.) 

(bu.) 

(000,000) 


10.00 

1 

10 

1.2 

iO 

10 

0 


1st 

5.00 

2 

22 

2.2 

11 

12 

-1 



3.33 

3 

36 

3.6 

12 

14 

_2 



2.50 

4 

44 

4.4 

11 

8 

3 

12 

2nd 

2.00 

5 

50 

5.0 

10 

6 

4 

20 


1.67 

6 

54 

5.4 

9 

4 

5 

30 


1.43 

7 

56 

5.6 

8 

2 

6 

42 


1.25 

8 

56 

5.6 

7 

0 

7 


3rd 

1.11 

9 

36 

3.6 

4 

-20 

24 



1.00 

10 

0 

0 

0 

-36 

36 


have been graphed in 

Fig. 44. 

In this example, the land-to-labor 


ratio is constantly declining as more men are set to cultivating the 



Fig. 44. Land Rent and Variable Proportions. 

constant land acreage of uniform quality. The important series 
in this case are the output per acre, the output per worker, and 
the marginal product of labor. 








430 


RENT ON LAND 


Three Distinct Stages 

The relationship of these three series to one another defines 
two important boundaries that separate three distinct stages. In 
the first stage there is no land rent, and in fact the marginal prod- 
uct of land, although not shown, is negative. The boundary be- 
tween the first and second stages is determined by the equality 
of the average and marginal output of labor; this is the point of 
diminishing returns, a concept that has played so large a part in 
the history of economic doctrines. In the second stage land has 
a positive marginal product and earns rent. The second stage 
merges into the third at the point where total output is a maxh 
mum and the marginal product of labor becomes zero. In the 
third stage land is at a premium, and too many men are working, 
so that “firing” a man would raise output. 

In ])ractice, no economy operates beyond the second stage, and 
so it is in this stage only that land rent normally arises. Then 
land is sufiiciently scarce, relative to other factors such as labor, 
that it contributes to output at the margin, and so producers will 
pay for its use. Expressed conversely, the other factors, such as 
labor, are then sufiiciently abundant, relative to land, that their 
marginal out j)ut is less than their average output. The difference, 
multiplied by the number of employed units of the other factor, 
goes to the owners of natural resources as land rent. 

In our example, if the acre-to-worker ratio is 2 to 1 when 5,000,- 
000 workers are employed, each worker will receive as pay the 
marketing value of six bushels, which last would be the marginal 
product of labor. However, the output per worker is 10 bushels, 
and this difference, amounting to 4 bushels per worker, will be 
paid, assuming no capital, to the owners of the land. The total 
land rent will be the value of 4 times 5,000,000, or 20,000,000 
bushels, which sum is represented by the area PABW in Fig. 44. 

A rationally organized economy will not operate in either the 
first or third stage. If the population provided considerably less 
than about 3.5 million workers, the economy would not operate in 
(he first stage, but on the boundary that separates this stage from 
the second, combining about three acres with a man and leaving 
some land area unused. Or, if there were over 7.5 million workers 
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available, the economy would not operate in the third stage, but 
would allow the excess workers to remain unemployed. The rea- 
son for these assertions is that the marginal output of land is 
negative in the first stage and the marginal output of labor is 
negative in the third stage. 

Comparisons of Efficiency 

Is some combination of kind and labor within the second stage 
more economically efficient than any other.^ In general, the best 
combination is that which entails the fullest possible employment 
of all the available land and labor witliout crossing the boundary 
into either the first or third stage. Ideally, the ratio of land rents 
to labor wages will then conform to the ratio of their marginal 
outputs, when both factors are fully employed. A capitalistic 
economy that succeeds in maintaining this equality will normally 
be more efficient than one that does not. Total production, from 
which the public’s consumption must come, will then be at a 
maximum. 

Intereconomy comparisons of output per acre or output per 
worker indicate little or nothing regarding economic efficiency. 
Output per cultivated acre is low in the United States as compared 
with Europe, but output per farm laborer is low in Europe as 
compared with the United States. Actually, it is quite impossible 
to infer from this whether agriculture is more efficient in one 
region than in the other. All that we can infer from these com- 
parisons is that the land-to-labor ratio must be higher in the 
United States. 

It would be folly to advocate public policies directed toward 
maximizing output per acre or output per worker. Output per 
acre can only be at a maximum if labor is employed as lavishly as 
though it were a free good. Output per worker can only be max- 
imized if land can be combined in such quantities that its mar- 
ginal output falls to zero, and this can happen only in the rather 
exceptional case where land, relative to other factors, is so abun- 
dant in supply that it is free. A more reasonable assumption is 
that all factors will be economic goods, rather than free goods, in 
which case the most economical use of one factor will prevent the 
most economical use of all factors in combination. 
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Specific Land Rent 

In reality there are different qualities of land and the rent of 
each depends in part on its comparative productivity. 

Let us suppose that there are four grades of land — A, B, C, and 
D — in a country where the population and supply of labor and 
capital are steadily increasing. Originally, there may have been 
enough Grade A land, relative to demand, for there to have been 
no rent. However, as population increased, all the Grade A land 
became employed, and, as soon as it was cultivated beyond the 
point of diminishing average physical retinns, it began to exact 
rents. A little later a point was reached where producers had to 
pay such high rents for Grade A land that they began to use free 
Grade B land, because experience showed that the value of the 
crop raised on this inferior land just paid for the labor and capital 
used in its cultivation. Later on, as the need for land increased 
even further, all the Grade B land began to be cultivated beyond 
the point of diminishing returns, and so began to pay rent. Fi- 
nally, as population expanded still more, agriculturalists began 
to use Chade C land, which just repays cultivation at zero rent, 
as an escape from paying moderate rents on B land and very high 
rents on A land. At the present time we shall suppose that D 
land is submarginal, C' land is marginal, and that B and A land, 
especially the latter, are cultivated intensively and provide rents. 

These effects of population increase on land use have been 
traced in detail because the basis of rent has sometimes been mis- 
understood. 

A few writers appear to explain the existence of rent by refer- 
ence to the cultivation of land of marginal quality. For instance, 
if C is marginal, and produces x bushels, they would measure the 
rent on B land by subtracting the value of x bushels from the 
value of the crop obtained from B land when similarly cultivated. 
Sometimes this explanation is called the difjereyitial productivity 
theory of land rent. 

Actually, although this is a minor point, the better B land would 
be cultivated more intensely than the marginal C land; hence, if 
some more labor and capital are combined with B than C, a 
simple comparison of the value of their crops will not measure the 
better land’s rent. 

Unfortunately, and this is more serious, many readers infer that 
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it is the existence of the poor marginal land that causes rent on 
the better land. Such a view is quite contrary to the truth. If 
the D, C, and B land were all suddenly flooded and hence no 
longer available for use, the A land would have to be cultivated 
more intensively than ever and would earn even higher rents. 
Actually, producers turn to the cultivation of poorer land to 
escape the payment of exorbitant rents lor the use of the best land, 
which is in inadequate supply. Fundamentally, a piece of su- 
perior (B) quality land does not pay rent because it is more fertile 
than marginal (C) land, but because it is not too inferior in fer- 
tility to the use value of the very best (A) land. 

The ultimate explanation of economic rent is the scarcity of 
first-class land. If there were so much of the best land available 
that it never had to be cultivated beyond the point of diminishing 
returns, there would be no rents. It is only because there is an 
insufficiency of the best land that poorer land is used. It is then 
approximately possible to measure the rent of a particular piece 
of land by comparing its output with either the best land or the 
marginal land. However, the kind of land that is marginal de- 
pends on the rents earned by the best land, which in turn depends 
on its relative scarcity. 

Urban Site Rents 

The rent theories of the classical economists ran in terms of 
agricultural land, but in the modern world the economist must 
supplement these earlier principles with an explanation of urban 
site rent, for it is in the cities that land is at a premium and rents 
may be a hundred dollars per inch of frontage a year. 

In reality, agricultural and urban rent theories are not con- 
trasting, but comprise part of a whole. It was always recognized 
that, as between two pieces of land of equal size and fertility, the 
one which lay closest to the market, in terms of freight costs, would 
earn the higher rent because its crop would command a higher net 
price per unit. Fertility is simply a special kind of productivity, 
when productivity means ability to command a stream of money 
receipts. Proximity to market is another form of productivity 
that may be more or less important than fertility in any given 
instance. 

Commercial rents in a city are largely based on “closeness to 
market.” However, the “market” is not an exchange but simply 
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buyers passing up and down outside with money to spend. 
Hence, in a northern city, the pieces of land on the north side 
of downtown streets are “closer to the market, ’’ because people 
prefer to walk on the sunny side of the street. Site rents along 
Park Avenue are higher than on Seventh Avenue, two blocks 
away, not because more people walk up and down on Park Avenue, 
but because those that do have more money to spend. 1 he con- 
( essions that rent space in Grand Central Station are very close to 
the market indeed because a Niagara of people goes by twice a day. 

The important point about commercial site rents is that a 
given business, in a given kind of store, with a given collection of 
merdiandisc and salespeople, will be able to sell more, and at 
higher prices, at one location than another. The net income 
stream, before deducting site rent, may be $25,000 a year at the 
location where demand is stronger and $10,000 a year at some 
other location. In this event there will probably be a difference 
of $15,000 in (he economic rent. And the cajntal value of the 
more desirable site, vacant, without improvement or construc- 
tion, will be about two and a half times as great. 

Naturally, a hundred and one circumstances affect the size and 
future, and hence the value, of the economic rent stream of each 
lot of urban land. In the case of retail stores, it is not only the 
number and affluence of people who pass by, but also the sort of 
people they arc and the mood they aic usually in. A soda foun- 
tain won’t do on a street frequented by seamen and stevedores. 
People going through Grand Central are in a hurry, and so will 
ncjt linger to buy a suit, but will stop momentarily for cigarettes. 

It is important to realize that one site is not equally superior 
to an(')thcr site for all sorts of businesses. A hat shop can be 
in the middle of a block but a drug store needs to be on a corner, 
rile hat shop cannot afford tlie rents of the corner site and the 
drug store cannot afford the loss of not being on the corner. A 
dentist docs not have to be on the ground floor and fronting the 
street, and hence never pays such rents, but a florist who saved 
expenses by setting up in a back office on the fourth floor would 
soon be out of business. Site rents help to sort different firms 
out and locate them at different places. 

An old chestnut of an examination question in rent theory is 
whether a firm charges high prices because it has to pay a high 
rent or pays a high rent because it can charge high prices. For 
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instance, a downtown parking lot may charge $1.00 an hour, and 
you may remonstrate, only to be told that the site rent is $90,000 
a year and that an hourly charge of a dollar just permits the 
operator to break even. However it does not follow that prices 
are rent-determined. The parking lot business charges a dollar 
an hour because it can get enough desperate motorists to pay 
this price. The truth is that, while motorists must pay enough 
to pay the rent, the highest vent the parking lot operator will pay 
is based upon what motorists will pay. Prices are more rent- 
determining than rent-determined. 

Occasionally, in built up areas, one sees a vacant and unused 
lot flanked by tall buildings on either side. Whoever the owner 
is, he must be having a thin time of it, what with taxes and no 
gross income, and one may wonder what he thinks he is doing. 
Logically, if affairs were always static, it would be most irrational 
for any real estate owner to withhold his land from use. How- 
ever, when a city or area is developing rapidly, such speculative 
action may be profitable. A piece of land might make a profitable 
apartment house site in five years' time, but if the apartments 
were built today they would operate at a loss. On the other 
hand, even though a store building might be profitable today, 
its existence five years from now will prevent the building of the 
apartment. It is seldom worth while to erect one kind of build- 
ing only to tear it down soon after. If building were less spe- 
cialized, and if cities did not develop rapidly, owners would not 
withhold land from use. As it is, if the development is not as 
rapid as they anticipated, they may suffer losses on their specula- 
tion. 

Of course, a great deal of urban land is not used for business but 
for residence. The value of such land is not based upon produc- 
tivity but upon utility. Commuting time and distance, proxim- 
ity to stores and schools, and perhaps a view are important 
aspects of utility for the householder. Suburban land is in joint 
demand with housing, and so, if the cost of lumber and hence of 
house construction goes down, the value of heme sites may rise, 
other things remaining equal. The size of suburban lots also 
depends on several factors. The tract owner who plans a sub- 
division naturally wishes to realize the largest possible receipts. 
If gardeners' wages and water rates are rising, the subdivider 
knows that people will want smaller gardens. He also knows 
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that the better-to-do spend relatively more on grounds than houses. 
Hence, if the tract is in an unfashionable district, flat, without a 
view, and near a gas works, upper income families will not be in- 
terested, and the lots had better be as small as practicable. 

The Rent Concept 

One reason why land rent was originally explained by a special 
theory was that the completely inelastic supply of land supposedly 
rendered land and its rent quite distinctive from the income of 
any otlier prcxluctive agent. This view has become substantially 
modified. It is now recognized that the supply of land for any 
particular use is not absolutely inelastic because the supply of 
land in general is. It is now also recognized that in many short- 
run situations some other productive asset may be in inflexible 
supply. 

Land is obviously not homogeneous but heterogeneous. Dif- 
ferent pieces have different uses. For example, nearly all arable 
land is suitable for grazing but not for mining, whereas a great 
deal of mining country is suitable for grazing but not for cultiva- 
tion. 

Let us suppose that Ay By and C are three uses for land, and 
that their alphabetical order is the order of their current financial 
value. Some of the existing land is suitable only for C, some for 
C and By and the rest for C, By and A, \t the moment all the 
C and B land is in B use, and all the C, By and A land is in A use. 
However, the demand for the output of the land in C use in- 
creases enormously, and hence the demand for C-use land does 
also. As the rent obtainable by land in C use rises, the B- and 
C-use land will be put to C use, but only when the rents paid by C 
users equal or exceed the rents paid by B users. And later, if the 
rent of land in (J use rises further, the B-, and ^-use land will 
be put into C use, but again only when the rents paid by C users 
equal or exceed those paid by A users. In this case, the supply 
schedule of land for C use is not vertical but is positively inclined. 

The early economists thought of land as having a zero supply 
price and a zero elasticity of supply, but this is only logical if land 
has only one use or is uniform in character. If the attributes of 
different pieces of land differ and there are various competing 
uses for different pieces, each piece of land has a minimum supply 
price, based on its most profitable alternative use of the moment. 



RENT ON LAND 


437 


Hence the supply curve of land, for a given use, is not vertical but 
positively inclined, because extra land for this use can be bid 
away from more and more profitable alternative employments. 

Some economists of today have gone so far as to define the rent 
of land in a particular use as the surplus it obtains over what it 
would obtain in its next most profitable use. Land rent is then 
tantamount to the per acre suppliers’ surplus of land owners. 
The earlier view was that land rent was identical with the net 
earnings per acre. Here is a case where either or both concepts 
can serve so long, as they are always properly defined. 

The next question is whether land alone earns a rent in either 
one of these senses. The actual oj)erations of any firm include 
certain fixed costs. Sometimes the fixed element in the situation 
is the land being used, but sometimes it is the building and equip- 
ment of a plant, or it may even be the management. If the de- 
mand for the firm’s output increases, the fixed elements earn a 
sort of rent, because the increase in total sales receipts will exceed 
the increase in the total cost of the variable elements. Consider 
the case of an automobile toll bridge, such as the San Francisco 
Bay Bridge, located in an area of increasing traffic density. As the 
stream of automobiles across the bridge lengthens and widens, 
more toll takers are added and more revenues are collected, but no 
more bridges spring up. The existing bridge earns a sort of 
rent because of its fixity of supply. However we call this a quasi- 
rent — “quasi” means “seeming” — because it is best to reserve 
the term “rent” for the earnings of land. 

Should Rents Be Paid for Using Land? 

Social reformers are fond of pointing out that there is no eco- 
nomic necessity to pay rent for the use of land. In a limited 
sense they are perfectly correct. If all the land owners died to- 
night in their sleep — and this is a better fate than some reform- 
ers would admit they deserve — the indestructible powers of the 
economy’s natural resources would still be available for use to- 
morrow. The land is there, physically available for use or enjoy- 
ment, irrespective of ownership or owners. 

Explicit land rent depends in part upon the institution of 
private property. The power of an owner to control the use of 
his land or dispose of it as he sees fit is not a natural right but one 
that has been accorded him by custom and law. No one would 
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pay for the use of land if there were no such thing as private 
ownership of land. 

It is sometimes said that rent is an unearned income because 
the land owner does not contribute anything personally to the 
services of his land. The crop sprouts from the land and not 
from its owner, and the location of a site does not depend on the 
location of its owner, so why should he receive a reward for noth- 
ing. Such a criticism would have weight if most land had orig- 
inally been acquired gratis, by legal trickery, armed invasion, and 
the like. However, the present owners of most natural resources 
bought their land as an investment. Presumably they obtained 
tlie purchase price honestly. Some people have acquired land 
out of savings from wages and salaries. The purchase price of a 
|)iecc of land, like that of any other asset, tends to be the capital- 
ized value of the estimated income stream. Investc^rs in bonds 
and stocks should not receive interest and dividends if investors 
in land ought not to receive rent. If the receipt of rent is ever 
tin justiliable on moral grounds, it is not because the owner can 
(ollect while lying in bed, but because, in some instances, the 
land was accjuii ed improperly. 

It is fre([uently forgotten that land rent performs a most useful 
function in a free enterprise economy. If land is scarce, rents are 
high. If rents arc high, producers will not use land for less 
essential purposes and householders will build their homes on 
smaller lots. As land l)ecomes scarcer and rents become higher, 
the more fi ivolous uses of land tend to be abandoned. The exist- 
ing rent structure allocates land among different uses just as the 
pricing system in effect rations other goods and services in a rough 
and ready manner. 

F.ven if a government prevented the payment of explicit rent 
by declaring such payments illegal, it coidd never eliminate im- 
pUcit rent. The cultivation of superior land will always yield a 
surplus, after the other factors have been paid, law or no law. 
Superficially this surplus would appear as profits, if the use of 
land never legally costs anything, but actually it is attributable tc 
the land rather than the entrepreneur, and so it is really implicit 
rent. 

A socialist economy, in which all the land was publicly owned, 
would obtain extra production by using good land rather than 
bad land. Moreover, it would soon find that a given piece of 
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superior land might have a more valuable surplus when put to one 
use than to another. If it were a wise socialist government, it 
would record the higher of the two implicit rents as a cost of 
production in its accounting books, in order to guard against the 
land’s being used in less satisfactory ways, hconomically the pay- 
ment of rent is unnecessary to obtain tlie service of land, but it 
is most useful as a guide to its optimum use. 

Statements for Consideration 

1. Under certain circumstances it would be more economical to 

leave some land, although of similar fertility to employed land, 
out of cultivation. Discuss 

2. One aspect of land productivity is ‘‘closeness to market.'* 

Exemplify 

3. American wheat land is less fertile than European as evidenced by 

its lower yield per acre. Exmluate 

4. The existence of low-grade but cultivated land reduces the rents 

on the best land. Explain 

5. Land use is essential to production, but the land owner is not, and 

hence the payment of economic rent to present owners is morally 
unjustifiable. Evaluate 

6. An intelligent farmer who is employing two scarce factors of 

production should combine them so that the output per unit of 
one of them is at a maximum. Evaluate 

7. The theory of urban rent is essentially different from that of 
agricultural land rent and the two cannot be reconciled. Evaluate 

8. Firms that pay high land rents must necessarily charge high 

prices. Evaluate 

9. The existence of vacant and unused lots in downtown city sections 
cannot be explained or justified on economic grounds. Evaluate 

10. The modern concept of rent is akin to that of suppliers' surplus 

based on alternative earnings opportunities. Discuss 

11. It is perhaps the manner in which land owners acquired their 

property, rather than their individual contributions to output, that 
should determine their moral eligibility to receive rent. Discuss 
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Interest on Capital 


It used to be said that interest was the income of capital and 
was a reward of waiting. More recently it has been said that 
interest is the price people demand as compensation for sacrificing 
liquidity when they loan money. The existence of interest has 
been explained in terms of time preferences, liquidity preferences, 
and the superior productivity of certain roundabout methods of 
production. Superficially these theories seem to be in conflict, 
and in the aggregate they tend to be confusing. However, despite 
the use of different terms and alternative viewpoints, most of the 
theories that have been accepted at different times are reconcilable, 
and in fact constitute most useful supplements to one another. 
The three blind men, each separately feeling the elephant's trunk, 
leg, and side, may have thought that it resembled a rope, a tree 
and a wall, as the case might be; and, in a limited way, they were 
all correct. So it has been with each economist, bent on discover- 
ing the basis of interest, who may have sensed one, but not all, 
of its numerous facets. 


Who Pays Interest? 

Interest is supposed to be a price. Who pays interest to whom 
and what exactly changes hands as a result? It is probably ac- 
curate enough to say, as a first approximation, that interest is the 
price paid for the use of another’s money. Loanable funds is an- 
other term for money that is temporarily placed in the control 
of someone else. Interest is paid on loanable funds by borrowers 
to lenders. 

Borrowers are of various kinds. Some borrowers are consumers 
who wish to consume at a higher rate than their incomes permit. 
Some borrowers are producers who want to invest additional funds 
in increased materials inventories or enlarged plant facilities. 
Some borrowers may simply wish to hold more money, perhaps 
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because they expect goods and security prices to fall, and this 
group may comprise consumers and producers. On the other side 
of the loanable funds market are the lenders, some of whom are 
consumers who prefer to save part of their incomes, producers 
Avho feel that inventories and plants are unjustifiably large, and 
peojile who find themselves with more money than they need for 
transaction purposes and would prefer to hold this wealth in the 
form of an interest-bearing loan. 

l"he interest rate must, among other things, equate the supply 
of loanable funds with the demand for them. Their demand 
comes from dissavers of consumer income, producer goods in- 
vestors, and hoarders of money. The supply comes from savers 
of consumer income, disinvesting producers, and dishoarders of 
money stocks. 

Motives of Borrowers and Lenders 

Borrowers and lenders may have a variety of motives. Time 
prefereiu e and the special productivity of most capital goods are 
molives that have long been recognized. The modern income 
theory school has emphasized liquidity preference. 

Time Preference 

A consumer might prefer to have the spending of $100 now to 
the spending of $110 one year from today. He would then be 
said k) have a time preference of 10 per cent. Such a time prefer- 
eiue may depend on several circumstances. His income today 
may be very low (in which case his marginal utility of a dollar 
will be high) and he may expect to be earning a good salary or to 
inherit an estate very soon (at which time the utility of his 
marginal dollar will be comparatively lo\\). On the other hand, 
some people may have a time preference that is low, or even nega- 
tive, e\ami:)les being people who anticipate a sudden fall in income 
or (he acejuisition of new family responsibilities. A man is likely 
to borrow funds if his time preference exceeds the interest rate 
and to lend funds if the interest rate exceeds his time preference. 
There is always a tendency for time preferences to be lower in 
the case of wealthy people with large incomes, because they are 
not jxirticularly anxious to increase their current consumption, 
and so they find it easier to save and are more likely to lend. If 
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all loans were directly related to the rate of consumption and were 
not used for productive investing or cash hoarding, the rate of 
interest would approximate the average time preference rate of 
the community. The community’s time preference is probably 
positive, because of a psychological predilection toward over- 
weighting the present relative to the future, a bias tliat is par- 
ticularly strong among those groups whose low and uncertain 
incomes force them to live from hand to mouth. 

Productivity of Capital 

Most efficient methods of production are roundabout. In the 
long run, a producer of cotton cloth, for instance, finds it both 
cheaper and quicker to produce a large output if he first sub- 
divides the various operations and then acquires complex and 
costly machines to perform them with the help of a little direct 
labor. In other words, he proceeds indirectly. 

It is not the fact of their roundaboutness that makes capitalistic 
processes more productive. The famous Rube Goldberg con- 
traptions are extremely roundabout but hopelessly unproductive. 
However, in a well-conducted economy, one only sees in operation 
plants and processes that are so specially productive that they 
justify their extra roundaboutness. 

Roundabout methods of production involve large outlays of 
capital funds. In fact the ratio of fixed capital to gross receipts 
might be used as a measure of roundaboutness. The producer 
may spend millions of dollars for plant and equipment and mate- 
rials in process before he receives a cent from sales. He will only 
invest in these things if, in addition to recovering the principal, 
he can obtain a rate of return at least as great as the rate of in- 
terest. The rate of return on the marginally invested dollar is 
of crucial importance and will normally differ from the average 
rate of return on the entire investment. A producer will usually 
invest additional funds if the marginal rate of return promises to 
be greater than the interest rate. Conversely, if it is expected to 
be less, the producer may not fully replace depreciated assets, and 
so partially disinvest. The marginal rates of return of all pro- 
ducers should equal the interest rate and so be equal to one 
another; but the average rates of return, which is the concept most 
often considered in the financial world, will usually differ= 
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Liquidity Preference 

Several considerations that lead people to hold some of their 
wealth in the form of liquid money instead of investments have 
already been given (see Chapter II). Most people, for example, 
find it necessary to hold certain minimum average amounts of 
money, simply because of the impossibility of exactly synchroniz- 
ing receipts and expenditures, and this is often termed the transac- 
tionary motive. People who have a fairly low liquidity prefer- 
ence will normally be glad to relinquish their cash and balances 
if a borrower will pay them a high enough interest rate. Theo- 
retically, one may expect everyone, individuals and corporations, 
to adjust their cash holdings until their marginal liquidity prefer- 
ence is matched by the rate of interest. 

The Demand and Supply of Loanable Funds 

Since the interest rate is a price, it must equate the demand and 
supply of one or more things. Actually the rate of interest is 
an equilibrium price in three different senses. One of these equa- 
tions is that of the demand and supply of loanable funds. 

Equations of an Individual 

These matters can best be understood if we first consider the 
monetary cejuations of an individual. A person receives, during 
a given time period, a certain factor income (y), which he may 
consume (c), invest in productive assets (i), add to his money 
holdings, pocket money, or bank balances (h), or loan out to 
others (/). Symbolically then, 

y — c — i — h ziz I, 

This can be abbreviated a little by substituting savings (s) for 
y ~ c. 

Obviously this relation can be restated in the form of alterna- 
tive eejuations; for example, s — i = h + 1; which means that the 
excess of a man’s sumptuary savings over his direct productive in- 
vestments must either be banked away or loaned out. 

Each one of these terms has an opposite, of course. If c ex- 
ceeds y, there will be dissaving and 5 will be negative. The 
opposite of investment is disinvestment (— /). The opposite of 
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hoarding bank balances and pocket money is dishoarding {—h); 
and the opposite of lending is borrowing (— Z). 

We can now define a lender and a borrower. A man loans 
money if 5 — Z — /? > 0 and he borrows monev if 5 — i — k < 0. 
This can be verbally paraphrased in man\ ways. For instance, 
a man will lend if his uninvested saving is —■ i) exceeds his rate 
of hoarded bank balances (If)] and a man borrows if his rate of 
dissaving ( — s) exceeds his rate of combined disinvestment ( — Z) 
and dishoarding (—h). 

These equations are valid for a single household or firm or 
local government. In the case of a corporation, y is profits and 
c is dividend payments. Corporate saving must either be rein- 
vested, hoarded, or loaned out. 

The Loanable Funds Market 

In every economy there are lenders and borrowers. However, 
the entire economic population need not fall into one or the other 
of these two classifications, and in practice there are bound to be 
many people for whom s — i ~ h equals zero. Moreover, a man 
who may be a borrower when interest and income are low may 
switch roles and become a lender when interest and income are 
high. Presumably, for the whole economy, there is one interest 
rate which, given the general level of incomes, will equate the 
dollar value of the funds supplied by lenders and demanded by 
borrowers. 

The market for loanable funds can be charted, after the man- 
ner of Fig. 45, if we disregard income changes for the time being. 
The vertical axis represents the rate of interest and the horizontal 
axis the number of dollars lent or borrowed, and so on. L is the 
schedule of loanable funds that lenders will supply, and B is the 
schedule of loanable funds that borrowers will demand, at dif- 
ferent interest rates, given the income level. 

The L schedule is the sum of three subsidiary elements: the net 
savings of would-be lenders (S); the net real disinvestment of 
would-be lenders, which is represented by S + Di when algebrai- 
cally added to S; and the net dishoarding of would-be lenders 
(which is represented by L minus S + Di). In the figure, the 
three schedules that relate to would-be lenders (i.e., S, S + Di, 
and L) all diverge from one another horizontally as the interest 
rate rises, which means that we have assumed a higher rate of net 
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saving, net disinvestment, and net dishoarding at higher rates of 
interest. This is not an unreasonable assumption. It is usually 
supposed that people are encouraged to save more at high interest 



BILLIONS OF DOLLARS 
Fig. 45. Loanable Funds Market. 

rates. Also at relatively high rates of interest, it is more difficult 
to find (lire(t investments that will j)ay a rate of return com- 
mensurate with the interest rate, in which case people will make 
fewer direct investments and may deliberately undertake more 
disinvestment; in the figure it has been assumed that would-be 
lenders, as a group, disinvest rather than invest. Similarly, in the 
case of hoarding and dishoarding, it is generally supposed that 
peojde will wish to keep a smaller stock of money under their con- 
trol at high rates of interest, and it has been supposed that would- 
be lenders, as a group, dishoard rather than hoard, although per- 
haps by only a small margin. Briefly, while some lenders may 
dissave, or invest, or hoard, it has been supposed that, on balance 
and as a group, would-be lenders occasion net savings, net disin- 
vestment, and net dishoarding. 

On the other hand, it has been supposed that, as a group, would- 
be borrowers occasion net investment, net dissaving, and net 
hoarding, although naturally some borrowers may disinvest, or 
save, or dishoard. However, no person could do all three and still 
be a borrower, of course. The B schedule is also composed of 
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three elements. One of these is the net direct investment of the 
borrowing group (/), another is the net dissaving of borrowers 
(shown in the figure as / + D 5 when added algebraically), and the 
remaining element is the hoarding of borrowers (which is the 
horizontal distance of B minus I + B)s). 

The equilibrium rate of interest (r) naturally equates lending 
(L) and borrowing (S) in the market sense. However, so long as 
part of the economic population arc neither lenders nor borrowers 
at this interest rate, there is no necessity for the savings of lenders 
to be exactly equal to the investments of borrowers, and so on. 
For example, in the diagram, the savings of lenders are $20 bil- 
lions while the direct investments of borrowers are $21 billions, 
lenders* disinvestment is $8 billions while borrowers’ dissaving is 
$5 billions, and the dishoarding of lenders is $5 billions while the 
hoarding of borrowers is $7 billions. These various discrepancies 
must cancel each other out in the aggregate, at the equilibrium 
rate of interest, for otherwise the total demand and supply of 
loanable funds would not be equal. 

Loanable Funds and Aggregate Investment 

We already know that, for the economy as a whole, investment 
and saving are not only equal but virtually identical by definition. 
However, it has just been stated that the savings of lenders do 
not need to equal the investments of borrowers when the loanable 
funds market is in equilibrium. In order to understand this 
superficial paradox it is necessary to investigate further the rela- 
tion of loanable funds to other economic aggregates such as total 
investment. 

The economic population can be classified at any moment as 
lenders, borrowers, or neither. Everyone must fill one of these 
roles, and only one, at the same time. Hence, because investment 
and saving for the economy are identical, it follows that any dis- 
crepancy between the combined saving and combined investment 
of lenders and borrowers must be canceled by an opposite dis- 
crepancy on the part of those who are neither one nor the other. 

Table 33, which is based on the equilibrium situation in the 
loanable funds market shown in Fig. 45, shows that the combined 
savings of lenders and borrowers ($15 billions) exceeded their 
combined investments ($13 billions) by $2 billions, which they 
collectively hoarded. However, the rest of the economic popula- 
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tion invested $2 billions more than it saved, which it could only 
do through dishoarding. The economy as a whole had an in- 
come that exceeded its consumption by $17 billions and so this is 
necessarily the value of its aggregate savings and investment com- 
bined. 


TABLE 33 

Schedules of Borrowers and Lenders 

Ne£ Net Con- Net Net In- Net Net 
Income sumption Saving vestment Hoarding Lending 

{Y) (C) (S) (I) (H) (L) 


i.enders 90 70 +20 — 8 —5 +33 

Borrowers 80 85 — 5 +21 +7 — 33 

Lenders and Borrowers 170 155 +15 +13 +2 0 

All Others 30 28 + 2 + 4 —2 0 

Economy Net 'Toiul .... 200 183 +17 +17 0 0 


Note: A minus sIkh denotes diss.'ivinpr, disinvestment, disho.^rdinK, or borrowing if it refers 
to saving, investment, hoarding, or lending respectively. 


It is worth noting that the billions loaned and borrowed 
during the period under review is a far larger sum than the value 
of the etonomy’s net inve.stmcnts. Examination of the table 
shows that lenders not only saved but undertook direct disinvest- 
ments. Also it can be seen that borrowers not only invested di- 
rectly but dissaved. The exchange of loanable funds was swollen 
even further by the fact that lenders were assumed to be dishoard- 
ing while borrowers were hoarding. 

The net hoarding of the economy is zero in the table. Unless 
there is a change in the total stock of money, there can be no net 
hoarding or dishoarding for the economy as a whole. The avail- 
able sto( k of money is always held by someone. 

The situation is a little more complicati d if we think of an 
economy in which the banking system or the central government 
is creating or destroying legal tender and checking balances. The 
ec|uation for the I'reasury and for each commercial bank contains 
one more term than that of an individual household, firm, or 
local government, being s — i — h + m = I, where m is the 
amount of newly created money. Then, summing for the econ- 
omy as a rrhole, and using upper case letters to denote these ag- 
gregates, we have 


S-I -H+M = L 



INTEREST ON CAPITAL 


449 


If there has been an increase in the economy*s money stock, M 
will be positive and also equal to H. The reasoning is as fol- 
lows. For the entire economy, there can no more be net lending 
than there can be net selling, and so L must be zero when tiie 
lending and borrowing operations of all households, firms, gov- 
ernments, and banks are lumped togetlxci . The economy’s sav- 
ings equal the economy’s investments. Hence M H, In other 
words, the net increase in checking balances and pocket cash is 
equal to the increase in the effective money stock during the 
period. 

It is noteworthy that the magnitudes of S, I, and II depend on 
a different set of facts and motives. Saving and dissaving depend 
on time preference, investment and disinvestment on the produc- 
tivity of roundabout methods of production, and hoarding and dis- 
hoarding on liquidity preferences. 

Full Equilibrium and the Interest Rate 

An economy will not be in full equilibrium unless the prevail- 
ing rate of interest and level of income permits an equation of (1) 
the demand and supply of loanable funds, (2) the demand for 
money to hold with the existing stock of money, and (3) the in- 
tention to invest with the intention to save. 

There is probably only one level of income which, for a given 
economy at a given time, will permit one and the same rate of 
interest to perform all the three equations cited immediately 
above. It has already been shown, in Part III, that a rising in- 
come normally increases the demand for money to hoard, and so 
raises what may be termed the liquidity interest rate. It was 
also shown that a rising income permits an equation of intended 
investment and intended saving at what may be termed a lower 
investment interest rate. How does a change in national income 
affect the interest rate that will bring equilibrium to the loanable 
funds market? 

Lenders arid borrowers will together tend, as national income 
rises, to save considerably more and invest somewhat more. 
Hence, the combined group will have more funds available for 
hoarding or lending. The interest rate tends to fall if this in- 
crease in funds is greater than the increased demand to hold 
money. 

The market for loanable funds provides a nexus, within the 



450 


INTEREST ON CAPITAL 

economy, between equated savings and investment on the one 
hand and equated money stock and aggregate private holdings on 
the other. It is a sort of battleground where people who wish to 
invest more with borrowed funds can struggle for them against 
people who wish to hoard more through borrowing. It is also a 
place where people who wish to lend their savings must compete 
against people who wish to loan their dishoardings. The com- 
petition is rendered no less real for the individuals involved be- 
cause of the fact that savings must equal investment and that 
money hoards cannot change unless the economy’s stock of money 
is altered. 

In periods of disequilibrium, the lending interest rate probably 
lies between the investment interest rate and the liejuidity interest 
rate. In full equilibrium all three interest rates should be iden- 
tical. The attainment of equilibrium is due largely to adjust- 
ments in the income level resulting from transactions in the loan- 
able funds market. 

Function and Justification of Interest 

Is it fair that people should earn interest on money they loan 
and docs this practice perform any useful economic function? 

No economy can produce at a high rate unless it uses round- 
about methods of production. This is a technological fact; it 
is divorced from all such issues as free enterprise versus state so- 
cialism. The U.S.S.R., for example, is straining every nerve to 
become more capitalistic, in the sense of adopting more round- 
about jnoductive methods. 

It is quite conceivable, of course, that an economy might be- 
come so capitalistic that the addition of a little more capital, in 
the form of some still more complex and capitalistic plant or 
process, might add nothing net to output, in which case that econ- 
omy would have reached what we shall term the capital saturation 
point. However, it is most unlikely that any actual nation has 
reached that point yet. Meanwhile every economy is confronted 
by two important problems. How shall it decide which of many 
alternative roundabout methods to adopt? How fast shall it 
proceed toward capital saturation? 

The rate of interest selects the more efficient capitalistic proc- 
esses and rejects the less efficient. No producer in a free enter- 
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prise system will rationally and knowingly invest in capitalistic or 
roundabout methods of production that do not offer marginal 
rates of return greater than or equal to the interest rate. Under 
state socialism there may be no explicit interest rate, but it is just 
as important, albeit perhaps more difficult, that the more efficient 
equipment and methods be adopted first. 

It is evident that an economy would proceed more rapidly along 
the path leading to capital sat iratioa if loanable funds were avail- 
able in sufficient amounts at almost zero rales of interest. The 
producers of a free enterprise economy would then adopt more 
roundabout methods of production and it would |)ay to construct 
such assets as buildings and public works so that they would be 
more durable. However, all these changes are likely to reduce 
current consumption, if an increasing volume of resources is be- 
ing devoted now to providing future output, shelter, and the like. 
The marginal time preferences of individuals are likely to rise as 
their consumption levels fall. Eventually this should cause higher 
interest rates again and this would deter direct investments. It is 
approximately true that the rate of real capital accumulation 
(i.e., investment) is a compromise between producers (who an- 
ticipate a marginal rate of return from more roundabout methods) 
and the consuming public (which wants to be satisfied now rather 
than later). 

It would seem that the rate of interest is an economic regulator 
of great importance. It performs functions that are not provided 
by any other institution of a free enterprise economy. A socialist 
economy regulates these matters in other ways, which may be 
better or worse in their effects. 

However, the question still remains, “What does interest re- 
ward?” Wages reward the work of labor and rents supposedly 
reward landlords for the use of natural resources. Interest must 
reward somebody for something. 

Interest is only obtained by a person if the sum of his lending 
and investing is positive. Algebraically, this requires that his 
income exceed the sum of his consuming and hoarding, or that his 
saving exceed his hoarding. Savings will not earn interest if they 
are hoarded. Dishoarding will not earn interest if hoarded funds 
are dissaved through extra consumption or less income. Saving 
alone is not enough, and dishoarding alone is not enough to earn 
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interest. What is required is saving without hoarding or dis- 
hoarding with saving. Interest is the reward for resisting bot/i 
time preferences and liquidity preferences. 

It does not necessarily follow that the actual recipients of inter- 
est payments are morally entitled to them. People enjoying large 
incomes and possessing great wealth tend to lend or invest because 
they have low rates of time preference and liquidity preference 
relative to others. If they are not morally entitled to their in- 
c:ome and wealth, they may not be able to justify their receipt of 
interest. In this connection one should perhaps distinguish be- 
tween income from inherited wealth and income that has been 
diieclly or indirectly earned by the recipient. Interest obtained 
on loans or investments saved from wages and salaries cannot 
justifiably be stigmatized as unearned. 

Statements for Consideration 

1. Some economists say that interest is the reward for waiting, others 
that it is the reward for sacrificing liquidity; since it cannot be a 
reward for both, it is time the economists made up their minds. 

Evaluate 

2. Young men who are still receiving professional training quite 

properly have high time preferences as a rule. Explain 

3. All roundabout methods of production are more efficient than less 
roundabout technicpies, but their extra productivity may be in- 
sufficient to warrant their innovation at current interest rates. 

Evaluate 

1. 'There would be no lending or borrowing if there were no such 
thing as liquidity preferences. Evaluate 

5. W'hether one can justify interest income depends rather upon 
whethei’ one can justify the existing distribution of wealth. 

Discuss 

6. Only borrowers have liquidity preferences and only lenders have 

time preferences. Exmluate 

7. Anyone can enjoy interest income who will consume less than 

Iiis earnings and consequently save. Evaluate 

8. The net savings of lenders must equal the net investments of 

borrowers because actual saving and actual investment must be 
equal for the economy as a whole. Evaluate 

9. Time preference is only an economic consideration in capitalistic 
countries, but it is economically irrelevant in the Soviet Union. 

Evaluate 

10. The liquidity theory of interest concerns stock concepts but the 
time preference theory of interest concerns flow concepts. 

Explain 
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Profits of Entrepreneurship 


riiERK IS general agreement among economists to apply the 
name jnofits to the income that rewards entrepreneurship. How- 
ever, not every writer has the same concept of entrepreneurship 
in liis mind when he seeks to explain the origin and magnitude 
of profits, and it is therefore not surprising that writers frequently 
offer different profit theories. In general, we shall take the view 
that eiuiepreneurship comprises all the functions not usually 
supposed to pertain to the other three productive factors. 

The Functions of Entrepreneurship 

Logically, if all income from production can be classified as 
wages, rent, interest, or profits, it follows that entrepreneurship 
comprises all those productive functions that are not thought to 
he rewarded by wages, rent, or interest. The entrepreneurial 
function is tlien conceived as including all productive contribu- 
tions that arc not routine human effort, do not involve the use 
of indestructible natural resources, and do not entail the provi- 
sion of capital funds. Entrepreneurship according to this view is 
a residual function, just as profits are often described as residual 
iiK'ome. 

Up to a point it is a fairly simple matter to say what functions 
are not included as entrepreneurship and hence are not rewarded 
l)y profits. Profits are not a payment for the use of the indestruct- 
ible })ower of natural resources, even when the land is owned 
rather than leased by the producing unit. Profits are not a pay- 
ment for the labor of a manager, who carries out a business plan 
of campaign drawn up by a higher authority or simply handles 
familiar problems in a manner that is both prescribed and routine. 
Tlie acid test of whether a management's functions are those of 
labor or entrepreneurship is where its responsibility is limited 
or complete. As compared with this test, it makes little difference 
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whethei a manager is employed at a fixed salary or participates in 
residual net income, either by way of a bonus or as the right of a 
part owner. Profits are not a payment for the use of capital funds 
when the loan is well secured and the risk (»f financial loss for 
the lender is slight. The owner of a bond, which has valuable 
and liquid assets as specific security, lus relatively little risk of 
losing his principal, and in this example the payment is interest. 
However, the owners of common stock, and also of preferred 
stock in most instances, bear too much risk just to be investing 
for pure interest.- Naturally there are many borderline cases, but 
the relatively riskless provision of capital funds, especially when 
the manner in which they are to be used is determined by others, 
is not an entrepreneurial function. 

A more positive attempt to define what entrepreneurship is, 
rather than what it is not, would certainly include such things as 
risk taking, originating, and the combining of factors. 

The risk-taking element involved in entrepreneurship is obvious 
enough. Profits are what is left after every other factor of pro- 
duction has been rewarded. Although the other factors may 
bear some degree of risk, their rewards are relatively certain, and 
so any untoward development is borne primarily by the entre- 
preneurial group, although naturally it seeks to pass its mis- 
fortunes on to other factors if it can. However, profits bear the 
first impact of an adverse change, and so it is sometimes said that 
the entrepreneurial group assumes the “front-line trench risk.*' 
In this connection it is worth remarking that profits are the only 
productive factor income that ever becomes negative. 

If there were no new products, no new ways of making them, 
and no possibility of creating new profit opportunities, there 
would be no need for businesses to be conducted by imaginative, 
experimental, and venturesome people, and those who provided 
capital funds could escape many actual risks. Each business 
would be run in the same way; routine-minded managers could be 
hired at fixed salaries and needed capital borrowed for interest. 
In a stationary economy, where technological progress was absent, 
even business owners would have no entrepreneurial functions to 
perform. 

No producing unit can begin to operate until land, labor, and 
capital have been brought together. The other productive fac- 
tors have to be organized by entrepreneurship before goods and 
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services can be supplied. No other factor attempts to perform 
this function of combining productive resources. 

Entrepreneurship performs all three functions of risk taking, 
originating, and combining, and possibly more besides. How- 
ever, an entrepreneur is not anyone who does just one of these 
three things. For example, a speculator in grains takes risks, 
but he docs not innovate or combine factors and does not function 
as an entrepreneur. An inventor may originate a new process, 
but this is not entrepreneurship unless he risks funds in making 
or using the new metliod. A man may be asked by his govern- 
ment to j)roduce a specified good under a cost-plus-lixed-fee con- 
tract, in which case there is no real risk, originality, or entrepre- 
neurship. 

Up to this jxjint, there has been frequent mention of “entre- 
preneurship,” but the term “entrepreneur” has rarely been used 
in this chapter. The reason for this is that the entrepreneurial 
function may be performed, not by one man, but by several men, 
and some of these may simultaneously be providing land, labor, 
and capital also. Historically, of course, and especially during 
the earlier part of the industrial revolution, the new manufac- 
turing firms were usually financed and managed by their owners. 
Many economists consequently have identified ownership with 
enirepi eiieursliip. However, in the case of a large modern cor- 
jioration, while the stcK'kholdcrs are legally the owners, it is the 
Jirec tors and officers who originate and determine business strat- 
egy, generally with little financial risk to themselves. Thus the 
entrepieneurial function has become diffused among many per- 
sons. It is invalid to suppose that one man will always and 
necessarily j^erform nil the entrepreneurial functions and none 
of the functions of the other three productive factors. 

Determining Economic Profits 

It is extremely difficult to estimate the exact magnitude of pure 
profits with any accuracy. Part of the interest of bondholders 
and part of the salaries and bonuses of top officials may be eco- 
nomic profit as here defined. Part of the dividends of share- 
holders and part of the net income of proprietors may not be 
profits. The economic concepts of entrepreneurship and profits 
are not recognized in the contracts and business relations of the 
commercial world. 
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A simple illustration may indicate some of the ways in which 
ordinary accounting statements must be modified in order to 
isolate pure profits. Let us suppose that a man owns and operates 
a store. For a given year his sales revenue was $50,000 and the 
cost of merchandise sold was $28,000, leaving him a gross profit 
of $22,000 Cost of doing business, which includes such things 
as wages, utilities, depreciation, and taxes, totaled $18,000, leaving 
the proprietor an apparent profit of $4,000. However, the pro- 
prietor cannot determine his [)iofits until he has computed the 
income he should* pay himself for the land, labor, and capital he 
has devoted to the business. He might have had the opportunity 
of earning an alternative income of $3,600 a year as the salaried 
store manager of a large grocery chain. He might have been able 
to lease the store for $5,000 a year. He may have invested, as 
a working capital fund, about $6,000, and on this investment, 
assuming a basic and safe interest rate of 4 per cent, he should 
receive $240 a year. Altogether his opportunity costs, that is the 
alternative income he could have obtained from the productive 
factors he devoted to the business, are $8,840. His economic 
profits are minus $4,840. The significance of these negative 
profits is that he would be $4,840 better off if he had let others use 
the productive factors that he devoted to his busines". Mean- 
while, as a result of his ineffectual proprietorship, he and his 
family have a net income of $4,000 a year to live on. 

Under competitive conditions, with no producers enjoying 
permanent advantages, pure profits would tend toward zero if 
there were always sufficient time for all firms to make all necessary 
adjustments to each new circumstance. There would no longer 
be any entrepreneurial functions left to perform by the time full 
equilibrium was finally reached. However, this does not mean 
that active proprietors would starve toward the end of the adjust- 
ment period, because they would still be able to live off implicit 
and self-paid wages, interest, and rents. 

Single Firm Profits 

It is very evident that the profits or losses of a single firm in any 
one year are largely due to circumstances beyond the control of 
the producer. Examples are an unexpected change in demand, 
a strike that interrupts shipments or supplies, a new fiscal policy, 
tariff changes, a higher legal minimum wage, new freight rate 
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charges, and so on. The economic weather of the year — i.e., 
Inisiness conditions throughout the country — can occasionally pro- 
vide tlie most inefheient firm with profits or the most efficient firm 
with losses. The financial showing of a single year has little to 
do with entrepreneurial policies or personalities. Much of the 
profits of exceptionally good years are windfalls even if the man- 
agement does preen itself on the results. There is little difficulty 
attached to explaining the causes of one year’s profits or losses. 

A more difficult matter is to explain how some firms earn sub- 
stantial annual profits with fair regularity. All the really large 
corporations in the United States have had many years of large 
profits and only a few years of small losses. No one needs to be 
told that such firms exist, but not everybody can tell the source 
of these sustained and average profits. 

Cheaply Acquired Assets 

It is clear that a firm can make a profit if in some way it acquires 
assets at a cost that is far below their actual or subsequent real 
value to the concern. Mineral lands may be obtained from pre- 
vious owners who did not understand their real worth. Tariff 
protection may be obtained in return for very modest outlays on 
lobbying and political campaigns. A valuable patent monopoly 
may lie established because an unworldly inventor was hired as 
an employee at low salary. Profitable companies usually enjoy 
advantages or possess assets that they obtained for far less than 
their use value. Some of these advantages and assets may give 
the owning firm a legal or effective monopoly. However, it is not 
the possession of a partial monopoly that leads to profits. The 
real ie(juiremcnt is that the monopoly power be more valuable 
than its cost of acquisition. 

Run of Luck 

One rather agnostic theory of how some firms repeatedly earn 
profits is that these concerns experience a prolonged run of luck. 
After all, there are several million firms in the country, and so, if 
we think of each year as a gamble having an even chance of bring- 
ing either profits or losses, probability theory alone could explain 
the growth and emergence of a few giant corporations as well as 
the eventual demise of most of the remainder. Probability theo- 
rems of this kind are unfortunately both irrefutable and unde- 
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monstrable. They are interesting and deserve more attention 
tlian they are usually given, but they leave one with an unsatisfied 
urge to find more specific sources of long-run firm profits. 

Lack of Room 

Sometimes, in a market of limited size, there may be enough 
business to give one firm profits but not enough to support two 
firms if they existed side by side. For example, in a small town, 
there might be a need for one good modern hotel, whereas two 
hotels would experience losses. In this case the first hotel to 
become established will be able to make profits secure from com- 
petition. Potential rivals will not construct a competing hotel 
wlienever some existing hotel is profitable, but will carefully 
consider the consequences of overbuilding hotel accommodations 
in a town of limited size. Profits, in cases of this kind, arise from 
the combination of an inflexible demand and a technology that 
causes a discontinuous supply. In each line of production there 
is a minimum practical scale of operations below which soaring 
unit costs eliminate all profits. It would be an accident if the 
demand were an exact multiple of the minimum practical output 
per firm. 

Special Entrepreneurial Rents 

There are still a fair number of nonconformists in the world. 
Some of these individualistic people would rather be their own 
bosses than take employment and have to follow the methods of 
other men. Some of these “square-peg’' entrepreneurs are ex- 
tremely imaginative and more efficient when running things than 
when taking orders. In time, unless plagued with misfortune, 
some of them may earn large incomes for themselves, not as im- 
plicit wages but as profits. These large incomes are not implicit 
wages, because these nonconformists would not be offered such 
sums as wages by another firm, and indeed would not be worth 
such an amount to an employer. It is not hard to imagine cir- 
cumstances in which a man might be worth only $10,000 a year 
as an employee, implementing conventional policies, and yet be 
worth $25,000 to himself when putting his own ideas into prac- 
tice. The difference of $15,000 is a profit attributable to the 
peculiar talents and nature of the proprietor. It is a sort of en- 
trepreneurial rent or surplus. One of the great advantages of a 
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free enterprise system, especially in those sectors of the economy 
where capital reciuircments are not too great, is that a man who 
cannot convince an employer to adopt his views on how to do 
things can start liis own business and try them out. 

Originating 

Not all firms and their entrepreneurs are particularly original. 
In fact some of them, through cither inertia or a desire to minimize 
risk, may always prefer to do things in the customary way. Safety 
and rej)ose may be sought, but not always found, in habitual imita- 
tions of the past. On the other hand, there are entrepreneurs 
that either want or have to do things in a new fashion. New cir- 
cumstances beyond their control may compel an adjustment — as 
when a wartime regulation cuts off the supply of a stock in trade — 
or the proprietor may be an opinionated man who insists on his 
own unusual views. Originating, whatever its cause, constitutes 
a gamble. 

Firms that try out new ideas can never be sure in advance that 
they will prove satisfactory and profitable. If it were generally 
obvious that some innovation was going to be profitable, it would 
be universally and immediately adopted, and this in itself would 
extinguish much of the opportunity for gain. An individual 
entrejjrencur may, of course, be convinced that his idea will be 
profitable, but he can never really know in advance whether he is 
right or wrong. Time and the market alone can prove his point. 

Originating, or innovating as it is often called, is more than 
having a new idea. Innovation consists of putting a new idea into 
effect. An inventor may design a new machine, but there is no 
original economic contribution until someone has had the machine 
built and put into operation. The bluejnint must be converted 
into substanc e and j)ut to work. Money is needed, and must be 
risked, when a new idea is put into effect. One man may design 
the new machine, another may have the vision to see its com- 
mercial applications, and yet another may advance funds to realize 
these potentialities. All three men have participated in the inno- 
vation and all sliould be rewarded with part of the profits. 

WHicn an innovation is no longer novel and patented, and all 
the advantages and disadvantages of an idea that was once new are 
now ^vc\\ known, so that the probable gain or loss of using the 
innovation is almost a certainty in each possible application, it 
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will no longer occasion profits. The capital value of the machines 
that incorporate the new inventions will be equal to their prices 
and full costs of production. Capital used to purchase and op- 
erate such machines will no longer bear special risks and will in- 
stead tend to earn only pure interest. Plant managers who decide 
to use such machines will not be experimenting but merely be 
making routine purchases in imitation of others. The new idea 
will have become accepted and incorporated into the circular 
flow of everyday economic life, and the end of novelty and peculiar 
risk probably marks the end of large economic profits. 

The notions of risk taking and originating are obviously tied 
up together in the case of a single firm. However, certain distinc- 
tions can be drawn. The special risks of innovating are avoid- 
able. On the other hand, there are certain kinds of risk — for 
example, that new government policies may incidentally reduce 
profits — that are unavoidable so long as a firm stays in business. 

Obviously, firms would never deliberately incur the risks of in- 
novation if successful originating did not yield special profits 
over and above the expected level of profits that some firms may 
require to continue incurring the ordinary run of unavoidable 
business risks. Excess profits taxes and graduated income taxes 
reduce the net gains of successful innovation without reducing the 
losses of unsuccessful innovation to the same extent. The pro- 
vision of venture capital (funds that are hazarded on new ideas) is 
thereby discouraged. It is true that, as a result, fewer of the 
economy’s resources are wasted on trying new ideas that are not 
worth while, but unfortunately it is also true that fewer new ideas 
are tried out. 


General Long-Run Profits 

Another problem in the field of profit theory, and one that is 
quite distinct from what occasions the profits of a single firm over 
time, is to determine whether all firms in general must expect 
profits as a condition of continuing long-run operations. Whether 
these expectations are realized in practice is, of course, another 
matter. The question is whether profits are a necessary price 
that the economy must at least appear to promise entrepreneurs 
in order to induce them to incur the unavoidable risks of busi- 
ness. 

What is the nature of some of these unavoidable risks? First, 
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there are competitive risks. There is no guarantee that rival 
capitalists may not enter an already populated industry, or that 
another industry may not develop a new and competitive product, 
or that an existing firm in the industry may not commence price 
cutting or aggressive advertising. Second, there are technical 
risks. 4 liere is no guarantee that recently installed equipment 
may not shortly he rendered obsolete by some new process or 
machine. One reason why firms are often hesitant to invest in 
fixed capital in any one year is that they wonder whether next 
year’s fixed capital will not be radically improved. Third, there 
is ihe risk of unc ontrollable cost and pric:e changes. There is no 
guarantee that some government action may not have the effect 
of raising costs or lowering product prices. Firms whose labor is 
c>igani/c*cl seldom know from year tc^ year what wages they will 
have to pay as a price for continuing operations. Fourth, there is 
no guarantee against downswings in general business conditions, 
which leave customers with reduced incomes to spend. Fifth, 
theie is no guarantee against losses from enemy action, a danger 
that may exist even in the United States if there is another war. 

Fhese risks arc not only unavoidable, in that the individual 
firm can do little if anything to aggravate or allay them, but they 
are for the most part uninsurable. Many business risks, such as 
loss Irom lire or from a company driver’s killing a pedestrian, can 
be cc^vered by insurance. In a few cases the risk of an adverse 
price c hange can be shilted, at a slight cost, onto a speculator 
tlirougli lu’clging. However, there are always a great many risks, 
suc h as those mentic3necl in the preceding paragraph, that no in- 
surance company will normally cover, and which the entrepre- 
neurial group must bear itself. 

Proliis ha\e therefore sometimes been explained as a self-paid 
insuranc e [)remium. It is as though the prohts of years in which 
notliing untoward occurred arc banked away in a sort of premium 
fund out of which the cDccasional losses of unfortunate years are 
paid. However, is the fact that each firm expects its occasional 
losses will he offset by its ocxasional profits enough of an incentive 
to attrac t an iinestor to enter a business and cc^ntinuc reinvesting 
in it? 

It seems unlikely, for reasons given immediately below, that 
individual liouseholders would ever become and remain entre- 
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preneurs if they only expected the good and bad years of the 
future to cancel evenly. Profits arc known to be the most fluc- 
tuating of all factor incomes and most people prefer a steady in- 
come to a fluctuating income of similar eventual magnitude. 
Because of the diminishing utility value of extra income, entre- 
preneurs, who are consumers like eveiyouc else, enjoy a given 
financial gain less than they suffer from an equal financial loss. 

Let us suppose a man is asked to invest $10,000 in some project. 
Analysis of the venture leads him to conclude that there is 1 
chance in 5 of his losing the entire investment and 4 chances in 5 
that he will get his money back plus another $2,500 to boot. 
Mathematically, the chances of potential gain and loss exactly 
cancel each other, and so one might suppose that he would only 
have to toss a coin in order to reach a decision. 

Actually it is most unlikely that he will make the investment. 
If he is like ordinary people, successive dollars of income will 
bring him less and less utility, and so the utility of his last dollar 
if he had $10,000 fewer would be greater than the utility of his 
last dollar if he had $2,500 more. Hence the disutility of losing 
$10,000 is more than 4 times the utility of proliting $2,500. 

I'he reasoning that underlies this proposition is shown in Fig. 
46. The U line, which in the real world is probably convex 


u 



Fig. 46. The Subjective Worth of Probable but Uncertain Gains or Losses. 


when viewed from beneath, is the marginal utility schedule of 
a potential investor, and the horizontal scale represents the 
number of dollars added or subtracted from his wealth or income. 
The loss of $10,000 (BC) would occasion a disutility of A BCD, 
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and a oain of $2,500 {BF) would occasion a utility of ABEF. If 
CB is four times BE, and k is by construction, ABCD must be 

more thin lour times ABtF, . , . 

Consequently, before a man will even seriously consider invest- 
ment, there must he a mathematical probability, but of course no 
certainty, that he will make money. Let us change the previous 
example and now suppose that, as an offset to a I in 5 chance of 
losing all the $10,000 invested (CB in the figure), there is a 4 in 
r> chance of recovering his investment and making $3,000 (5G) 
besides. In the diagram the negative inclination of the marginal 
utility schedule (U) is such that the disutility of the possible loss 
(ABCD) is 4 times the utility of the possible profit (ABGH) 
and exactly offsets it. The probable return in this case is 4 times 
$13,000 over $50,000, or 4 per cent on the investment of $10,000. 
Kven so, under the circumstances, he will be indifferent toward the 
investment. 

If the projet t is somewhat amended so that, upon a $10,000 in- 
vestment, analysis estimates a 1 in 5 chance of losing $5,000 or 
I in 5 chances of recovering the capital and making $1,500 to 
boot, the investor will be glad to venture his money. Retaining 
the same marginal utility schedule, and still employing Fig. 46, 
the disutility of losing $5,000 will heABIJ and the utility of mak- 
ing a clear $1,500 will be ABKL, It is not hard to prove by 
geometry that ABIJ will be less than four times ABKL if ABCD 
was exactly four times ABEF, The probable net return in this 
case is 4 times $1,500 minus $5,000, or $1,000, and tliis represents, 
on a $50,000 investment, a rate of return of 2 per cent. 

It is worth noting that an entrepreneur would be glad to invest 
in this third and last instance when the probable but uncertain 
rate of return is 2 per cent but would be indifferent toward the 
probable but uncertain return of 4 per cent obtainable in the 
second case. Fhc explanation of this seeming paradox is that 
the profit and loss potential in the second case was twice as great 
as in the third example. The extra possible loss would have 
worked a relatively greater hardship and the extra possible profit 
would have occasioned relatively less enjoyment. No one would 
seriously consider the first investment opportunity, in which the 
mathematical chances of profit and loss were equal. 

Of course human beings do not always go through all these cal- 
culations very consciously or exactly. They do not always unden 
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stand the full import of the odds against them. Commercial 
gamblers usually exploit this fact by offering the public a dispro- 
portionately small opportunity to make a very large gain. Fo»' 
example, a $1 sweepstake ticket may carry a 1 in 1,000,000 chance 
of winning a $500,000 prize, and people gladly buy the ticket 
because their minds are too occupied in spending the prize to 
consider the odds. However, no gambling syndicate has ever 
tried to attract the public’s fancy by offering it a good chance to 
make a small gain, all in return for a slight risk of suffering a 
large loss. Business risks are usually of this latter type, carrying 
a good probability of a moderate profit and a small possibility of 
losing the investment. In other words, business risks are in some 
ways the opposite of gambling risks. Everyone who stops to 
think knows that gambling is irrational. Actually, it is also irra- 
tional to incur business risks unless the odds are more than some- 
what in one’s favor, but almost everyone senses this because the 
cost of an investment is so much more than the price of a ticket. 

The above analysis provides a deductive proof of the theory of 
necessary profits, if first one grants the assumption that a typical 
entrepreneur considers a dollar of loss to outweigh a dollar of 
profit. The conclusion is that an expectation of moderate profit 
is necessary if entrepreneurs are to invest at the outset and then 
continue to invest. These so-called necessary profits arise from 
the fact that there are uninsurable risks. 

It may appear that this statement is inconsistent with the oft- 
repeated assertion that competitive profits in the long run would 
likely be zero. If long-run equilibrium were ever attained, it 
would be in an economy quite ignorant of autonomous changes, 
and the economy would be in a stationary state. There would be 
no new products, no new markets, no new inventions or methods, 
no new supplies of factors, no new government regulations, and 
no additional population. The economic activities of last year 
would be repeated without variation this year. Everyone could 
count upon the fact that the economic actions of this year would 
be duplicated next year. The only risks attendant upon produc- 
tion would be acts of God, such as droughts, fires, and floods, all of 
which would be insurable with companies organized to bear 
them. The use of capital funds would be rewarded with interest, 
rather than profits, since there would be no uninsurable risks. 
Such a stationary state of long-run equilibrium is, of course, never 
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actually attained ])ut remains an extreme theoretical concept. 

We have only stated that an expectation of profit is necessary 
tf) induce entrepreneurs to invest. It does not follow that entre- 
pteneurs do enjoy profits on an average over long periods of time. 
Stri( tly sjjeaking, it is the ex ante expectation, and not the ex post 
reality of jjrolits, that is important, except in so far as these are 
dependent on one another. 

Are Profits Useful? 

Many reformers feel that profits arc in some way objectionable 
and should be either prevented or taxed away by government au- 
thority. Wliat functions do profits perform? Are those entre- 
pieneurs who actually receive profits more entitled to them than 
tliose who do not? 

Over short periods of time, profits arc probably unnecessary to 
the (outiuued operation of the economy; as we have seen, it is the 
expectation of profits, rather tlian their actuality, that induces 
('ontiuued investment by entrepreneurs. However, despite the 
saying, hope may not spring eternal in business affairs, and it 
seems unlikely that the entrepreneurs of a country could long be 
prevcMited from (‘arning some profits without their expectations’ 
becoming pessimistic. In fact, entrepreneurial profit expecta- 
tions, being inevitably based on conjecture, hunches, and straws 
in the wind, tend to be volatile and often unduly affected by the 
news and happenings of the moment. Hence, over longer periods 
of time, some unknown volume of jnofits is probably necessary if 
continued n*investmcnt is to occur. Without continual reinvest- 
ment, through capital replacements, free enterprise would start 
slowing down to a stop. fhe economy would then have to have 
production carried out by government and households rather 
than by firms. 

It has been pointed out that most of the risks of innovation can 
be avoided by adhering to the rut of custom. New ideas will not 
be tried so readily, especially if large capital sums must be staked 
on their success, tinless special profits can be expected to follow 
Slice essful innovation. An economy that did not permit such prof- 
its could not expect private innovation except in fairly rare cases. 
Then, unless the government proved to be an imaginative pioneer, 
technical j^rogress, in some or all directions, Avould probably cease 
except for occasional accidental discoveries. 
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It does not follow, however, that those innovators wlio are suc- 
cessful and do obtain profits always deserve such a reward more 
than those innovators who lose their money. Innovators some- 
times do the right thing for the wrong reason and occasionally 
stumble onto opportunities more or less bv chance, but also it 
is often not a matter of blind chance tliar some innovators are 
successful and others are not. Tiie possession oF judgment and 
insight differs among individuals. Moreover, the institution of 
profits means that the successful innovator, who secures profits, is 
then in a financial position to innovate again, while the innovator 
who is not successful may never again acquire the financial means 
to risk his economy’s resources. 

Finally, and this cannot be overemphasized, profits act as a di- 
rector of resources, except where freedom of entry is barred by 
some monopoly practice or possession. Entrepreneurs who per- 
form their functions in a way that benefits the economy will tend 
to make profits. Entrepreneurs who innovate and make profits 
tend to be imitated by other entrepreneurs, who invest additional 
resources in providing rather similar goods and services according 
to similar methods. In a progressive economy, which is kept 
boiling, as it were, by a constant fire of innovations, the existence 
of persistent profits shows that the entrepreneurial group is per- 
forming one of its most vital functions, namely the introduction 
of novel ideas that are worth while. 

Statements for Consideration 

1. An active proprietor will have no income to live on in the long 

run if his pure or economic profits are zero. Evaluate 

2. In every firm there is one man performing all the functions of 

entrepreneurship. Evaluate 

3. An inventor is an entrepreneur because he has discovered a 

new way of doing something. Evaluate 

4. Most of the uninsurable risks of enterprise arise from the fact of 

innovation. Discuss 

5. It is somewhat egotistical for a proprietor to preen himself on the 
profit showing of his business during any single year. Explain 

6. In some respects business investment is the opposite of ordinary 

gambling. Explain 

7. Idle fact that some firms have made profitable decisions in the past 
does not prove that they are more efficiently managed. Discuss 

8. The earning of profits consists in acquiring assets more cheaply 

than their use values indicates they are worth. Explain 

9. Innovation increases uncertainty. Explain 
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JO. The profits of good years have sometimes been looked upon as seif- 
paid insuruncc premiums. Discuss 

II. file most unfortunate diaracteristic ot all investment opportuni- 
ties is that, althougli tliey promise a matlicmatical probability of 
profits, all probabilities are uncertain. Explain 
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Economic Aims and Political Alternatives 


Politics and economics have a way of gelling mixed up wilh 
one another. The way in which tJie people of any nation under- 
take production and distribution is a political question as well 
as an economic one. The settled economic policy of the gov- 
ernment may be socialism with planning, or it may be private 
capitalism under laissez-faire ^ or it may be some compromise be- 
tween these two. However, the basic economic problems of all 
nations are very similar and so are many of tlieir less fundamental 
economic aims. This similarity of underlying economic ends is 
extremely important because it provides a common denominator 
for comparing the efficiency of different political schemes for 
organizing an economy’s resources. In Part VI we shall enumerate 
what these rather universal economic goals tend to be, describe 
the major jiolitical alternatives for using economic resources to 
achieve them, and then try to evaluate the comparative economic 
efficiency of socialism and capitalism. 

Our Economic Aims 

Many people would perhaps casually agree that the economic 
aim of a national policy should be the greatest good of the greatest 
number. However, this is not a policy prescription by itself be- 
cause its meaning is ambiguous. Most government policies do 
not provide economic advantages to everyone, but tend rather to 
benefit some while injuring others. Is there any way of deciding, 
under these circumstances, whether a particular program of gov- 
ernment is, on balance, beneficial or injurious, particularly in 
view of the fact that the utilities and disutilities of different people 
are incomparable? 

One conceptual way around this dilemma is to establish the 
principle that a government policy or action is “good” if those who 
benefit could fully compensate those who suffer and still be better 
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off. Then those wJio receive compensation are neither worse 
nor better off afterwards, those who pay tJie compensation are 
better off notwitJjstanding, and so the community as a whole has 
presumably improved its economic situation. It is not necessary, 
from a conceptual viewpoint, that this full and adequate compensa- 
tion actually be paid. The important point is that, if it were 
paid, those who paid it would remain better off than before. If 
we adopt this approach, we can say that an economy is organized 
in almost the best possible manner if no further change would 
leave the community better off after the payment of compensation. 

This general rule can be understood better if it is restated as a 
series of more specific rules for households, firms, and the markets 
of the economy. 

Households 

There arc a number of requirements each household should ob- 
serve if the general welfare of the economy is to be as great as pos- 
sible. One set of these rules applies to the consuming or buying 
side of houseliolds, another to their producing or selling side, an- 
other to their decisions to consume now or later, and still another 
regarding how much they earn and work. The economy’s insti- 
tutions and government policies should be such that the house- 
hold, apart from ignorance, is able to observe these rules. 

In buying consumer goods, each household should be able to 
purchase eac li kind of good and service it enjoys so that their 
marginal utilities are proportionate to their prices (see Chapter 
18 and A|)pen(lix D). T his means that, if the price of shirts is 
one-fifteenth that of suits, a man should buy shirts and suits until 
the last suit is worth fifteen times the last shirt. The marginal 
dollar spent on any good will then return the same utility as it 
would if spent on any other extra goods. 

A household will not be able to observe this rule if goods it 
wants to buy at the prevailing prices are not available in the stores. 
A government policy of low price ceilings will make this adjust- 
ment impossible for most households. A specific rationing sys- 
tem, under which each kind of good is distributed more or less 
ecpially per capita, renders this adjustment illegal except by ac- 
cident. 

On the producing side, the members of a household can obtain 
income in various ways, by working as an employee, loaning 
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money, renting land, or acting as an entrepreneur. Logically, the 
household should avail itself of these various opportunities in such 
a way that any given income is obtained at the least possible real 
cost or disutility to the household. The utility calculations that 
concern entrepreneurs have just been described in the previous 
chapter. In the case of land rent, a household normally experi- 
ences no real cost from the use of the natural resources it owns, 
and so we shall simply assume that it always maximizes its income 
possibilities in this direction. However, the provision of labor 
and the lending of money do involve real costs, which must now 
be considered. 

The breadwinner of any household is probably only able to 
take a fraction of the total number of jobs in his area. If he has 
no monopoly power, the extra money he earns by working an 
extra hour is the wage rate of his job. Hence a typical bread- 
winner should compare the disutility and wage of alternative em- 
ployments and then select that which seems to involve the least 
real cost of acquiring a given sum of money. The observance of 
this rule might mean that, depending upon the amount of money 
he wished to earn altogether, the breadwinner would have to take 
several different jobs. If he wishes to earn more salary than one 
job provides, he might work on several jobs, a regular daytime 
one, an “after hours'’ gardening job, and paid work in his home 
at night. If his working conditions are flexible, so that he can 
work whatever number of hours he wishes at each job, he might 
allot his time so that the disutilities of the last hour on all jobs 
were proportionate to the jobs’ wages. 

The greater the range of jobs over which workers can exercise 
this sort of discretion, the better for the community, so long as our 
compensation rule is observed. The jobs that any single worker 
can take are often limited by such things as location, competence, 
race, sex, and union rules (see Chapter 27). If the labor force is 
not distributed, according to the job pattern of the country, an 
informed migration of workers is in order. If competence can be 
acquired at slight cost through training, it may often be worth 
while to provide such training at either government or worker 
cost. Racial and sexual limitations on job opportunities that are 
based solely on prejudice exact a toll from the economy. 

Households can usually acquire more income if they will lend 
money. The lending of money involves two self-denials: the con- 
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veniences of holding a stock of cash and the pleasures of immedi- 
ate consumption. The retvard is interest income. A rational 
household will lend money up to the point wheie the last dollar 
of interest is worth the temporary denial of those litjuidity and 
time jjrelercnecs (sec Chapters 1 1 and 30). No household will be 
able to make this adjustment unless there are relatively riskless 
securities available lor purchase and lending in this way is legal. 

One important household question still remains; namely, how 
many sacrifices should a family endure to acejuire income? Pre- 
suniably a hcnisehold shc^uld seek an aggregate income, adjusted 
by having extra members of the household working or lending 
n]ore, so that the utility in consumptkm of an extra dollar is 
brought down to tlie disutility of earning the same marginal 
dollar. For, if the sumptuary utility of the marginal dollar ex- 
ceeded its acejuisitory disutility, the household would be better 
off in real terms by contributing more to production for extra 
income. If a household cannot make this perfect adjustment, the 
rc'al \alue of a dollar will normally be based on the utility of the 
marginal dollar spent on consumption, for it is more common to 
find a household with a suboptimum than a supraoptimum money 
income and expenditure. There are probably more families 
that would be better off, in terms of maximizing cc:)nsumption 
utilities and minimizing production disutility, by working more 
rather than less. 

Obviously, cultural values suggested by the environment are 
most im|)ortant in this connection. A materialistic culture, in 
which advertising causes every bride to hanker after a diamond, 
will have a higher optimum adjustment of work and money by 
each household than a tranquil culture, which views everything 
above subsistence as redundant, and where a doubling of a day’s 
wage may only halve the number of days woiked. 

I he thrc'e basic principles that households should follow in 
order to maximize subjective utility income, are these: 

(1) the marginal utility of different consumer goods should be 
in proportion to their prices; 

(2) the marginal disutility of different employments should be 
kept proportionate to their wages; 

(3) the marginal dollar should have the same utility when 
spent for consumption as it occasions disutility when being earned. 
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One important assumption that runs throughout this book 
should be noted. This supposition is that households are sover- 
eign. Consumers, so long as they are informed of alternatives, 
know what they want and what is good for them. Workers, again 
so long as they know the alternatives open to them, know better 
than any government official or Great Leader how hard to work 
and what sacrifices of leisure and home life are warranted in order 
to possess more goods and services. Such a view flies in the face 
of all paternalistic notions. The socialist planners of the U.S.S.R. 
and the people of- the United States would certainly split on this 
issue. 

Firms 

In any economy, whether socialistic or capitalistic, the task of 
production and distribution will have to be divided among a num- 
ber of operating units, possibly several hundred thousand, which 
we have rather loosely called firms. The operations of these 
firms should follow certain rules, just as those of households 
should, or the efficiency of the economy will suffer. The ob- 
servance of these rules will ensure a proper allocation of resources 
among firms and uses. 

Naturally it is important that all firms use as little of each 
resource as possible in the course of production. However, we 
know that dillerent factors are often substitutes for one another, 
so that if a firm uses less of one resource, it must use more of an- 
other if output is to be maintained. The proportions in which 
each firm employs different factors of production is hence ex- 
tremely important. The socially desirable rule to be followed is 
that the factors employed by a given firm should be used in such 
quantities that their marginal physical productivities are propor- 
tionate to their unregulated supply prices. Such a rule will not 
maximize all profits in a capitalist economy, because some firms 
have monopsony power over factors of production, but it will tend 
to maximize welfare (see Chapter 25). Such a rule cannot readily 
be followed in a socialist economy, unless the managers of firms 
are instructed by the state to follow this rule, and unless they are 
allowed considerable discretion with regard to procurement and 
operations. 

Another important consideration is the share of industry output 
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that different firms in the same industry produce. There will be 
one plan for allotting production quotas which will be less of a 
drain on the resources of an economy than any other. This opti- 
mum allocation of production will be achieved if all firms mak- 
ing the same good adjust outputs so that their comparable 
marginal costs are equal, always assuming they follow the input 
rule of the preceding paragraph. The purely competitive markets 
of a free enterprise economy bring this about. Deliberate socialist 
planning might strive to duplicate these more automatic results 
of capitalism. However, it is almost inconceivable that either of 
these last two rules can be observed unless the managers of firms 
can control the amounts of each factor that they use, rather than 
having to await the resource allocations of some central authority 
(sec Chapter 20). 

A third important consideration is that different kinds of com- 
modities are produced in the right proportions. If households 
arc following their purchasing rule, consumer goods prices will 
indicate the relative utility of different consumer goods, unless 
distorted by severe income inequalities. Each kind of resource 
sliould then be distributed among different firms, possibly each 
making a different product, so that its marginal value product in 
each use is the same. The marginal value product incidentally is 
CHiiial to the multiplication of marginal physical product by the 
selling pric e of the output made (see Chapter 26). 

An ideal arrangement of resources would be one where the 
marginal value products of all factors in all employments were in 
the same relation to one another as their supply prices. It would 
then be impossible to improve economic w^elfare by having one 
firm substitute factors, by having the firms of some industry sub- 
stitute outputs, or by having households substitute products. The 
private firms of a free enterprise economy will tend to observe 
this rule only if they do not possess and exercise any monopoly 
or monopsony power. The planners of a socialist economy, even 
if they recognize the validity of this goal, will probably find it 
very diflicult to achieve, unless they make it an officially established 
goal and allow plant managers a great deal of discretion in working 
tow\ard it. The world’s rather limited experience with socialism 
suggests that it is too centralized and authoritarian to permit 
sufficient delegation of responsibility for this task. 
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The Economy’s Markets 

The above rules for households and firms cannot be observed 
by them if they respectively consume or employ goods and services 
at some uniform or standard rate. On the contrary, the ob- 
servance of these rules will normally result in each household’s 
consuming various goods at different rates, and in each firm’s 
employing factors in different proportions while producing at 
various rates of output. Such variation in the character and in- 
tensity of household behavior and firm operations may very well 
depend upon their being able to buy and sell at will. It must be 
possible for all buyers to buy at will and all sellers to sell at will, 
neglecting cases of monopoly and monopsony, if prevailing maiket 
prices are to equate demand and supply. Such an equilibrium 
price will result without the intervention of government under 
purely competitive conditions. Under other circumstances gov- 
ernment may deliberately have to establish a price or wage that 
will succeed in matching demand to supply. All the same, price 
ceilings and price floors, which respectively create deficits and 
surpluses, will make it impossible for all households and firms to 
follow our stated rules. 

A corollary of this is that there should be a single equating price 
in each market, and not two prices, such as one net price to buyers 
and another net price to sellers. Government excise taxes violate 
this rule and have the same distorting effects on resource alloca- 
tion as monopoly, for the resulting equilibrium leaves buyers’ 
marginal demand prices considerably in excess of net marginal 
costs of supply. Government subsidies to promote output also 
cause distortion, but in the reverse direction, causing the use 
values of marginally produced goods to fall below their costs of 
provision (see Chapter 16). 

A number of reasons are forever being advanced in favor of 
abrogating this rule in one or another specific instance. For ex- 
ample, it is often asserted that liquor should be heavily taxed, 
milk production should be subsidized, the price of wheat should be 
supported, apartment rentals should be limited, and so forth. 
Sometimes it may be true that the price mechanism functions so 
imperfectly that its actions must be supplemented by direct gov- 
ernment intervention. However, it is important to remember 
that everyone has some special economic interest that he wants the 
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government lo pamper, and that the special interest of one group 
is usually the sj)ec:ial “disinterest” of some other. The number 
of cases that merit government intervention must be a very small 
frac tion of those that are pressed. 

Distribution of Income 

The supplies of goods that are evoked by effective market de- 
mand depend in part upon the distribution among households of 
the national income. A very unecjual income distribution means 
that some resour ces of the economy nray be used to gratify a whim 
oi a rich man rather than some elemental need of a poor man. 
Perhaps we cannot cpiarrel with this outcome though, when it is 
caused by differences in the degree to which living persons have 
contributed to (juti)ut. 

I heie w(julcl be no incentive for people to acquire more in- 
come if its possessic^n did not enable them to gratify additional 
wants. And it is certainly not the fault of “well-to-do” people 
that their marginal wairts seem so unimportant to others. How- 
ever, irreorne differences that are based on inheritance of great 
wealth may be urrnecessary to encourage productive contributions. 
It may be that some reduction in inc:ome taxes, countered by an 
increase in taxes on bccpiests, would intensify existing incentives 
to wor k, in\est, loan money, hire rratural resources, and innovate, 
without reducirrg government receipts. 

Of cour se, even if rertrairring income inecjualities did accurately 
r ellec t differ eirces in individual contributiorrs to output, a cjuestion 
of ecpiity would renrain. Some people ar e more or less produc- 
tive through iro fault of their own except that they had parents 
who were respectively healthy and intelligent or sick and stupid. 
1 Ire |)lrilosophy of a welfare state is essentially that income in- 
ecpialities based on differential productivity should be modified in 
extrenre cases. Fortunately we do not need to attempt an assess- 
merrt of this belief here. I he main point is that a production 
pattern which is unduly dependent upon inherited wealth may 
rrot be ideal in composition. 

Fixed Capital Accumulation 

Capital equipment and facilities reduce the labor and unpleas- 
antness of prrxlucing a given output; they also make it possible for 
future rrational products to be greater. Those who possess politi- 
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cal and economic power must always be asking themselves whether 
it would not have been better to produce the current national 
output in a more roundabout manner with more fixed capital. 
They must also wonder whether consumption should iKJt l)c re- 
duced so that more production might take the lorm of capital 
accumulations. 

The same problem can be expressed in another way. Most 
people would agree that the greater are the future increases in 
output made possible by new and extra capital, the more rapidly 
should an economy seek to accumulate more of the right kind of 
fixed capital. However, if community time preferences are high, 
should the rate of fixed capital accumulation be slow? Should 
liquidity preferences, which also help to raise interest rates where 
loanable funds markets exist, be allowed to retard capital ac- 
cumulation? Perhaps most people would agree that the existence 
of time preferences is a more valid reason than that of liquidity 
preferences for limiting the rate of fixed capital accumulation. 
Perhaps the government of a free market economy could and 
should lessen liquidity preferences by making it simpler for firms 
and households to hypothecate assets for money, so that the risks 
and disadvantages of being caught with wealth but without money 
would be lessened. 

In any event, in every economy where the government is the 
servant rather than the master of the people, it must create or 
permit some mechanism that will weigh productivity against time 
preferences and occasion a desirable rate of capital accumulation. 
The interest rate, fashioned by a loanable funds market, may ac- 
complish this in so far as households and firms are free to lend and 
borrow at will. Also the existence of loanable funds markets 
mitigates the tendency for liquidity preference to deter accumu- 
lation. 

All the alternatives to the interest rate mechanism are likely to 
be arbitrary and paternalistic. Under socialism the planning of- 
ficials make their decisions and presumably know what is best. 
In a free enterprise economy the aggregate decision is made piece- 
meal by millions of people. 

National Income and Aggregate Employment 

That reasonably full employment should be maintained is of 
equal or greater importance than that employed resources should 
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be properly allocated. However, the rules that have been stated 
for households, firms, and markets will not suflice to prevent the 
waste of resources that unemployment can occasion. There are 
also certain rules, applicable to the nation’s monetary authorities, 
that need to be observed, whether the economy is organized along 
socialistic or capitalistic lines. 

The economy’s monetary authorities (the national treasury 
and the central bank) should seek to maintain effective demand at 
such a level that employment continues full and prices in general 
remain steady. It is doubtful whether the government, by be- 
coming an employer and large-scale public works producer, can 
increase net employment by more than a limited amount. Hence, 
at times, the government will have to vary the national stock of 
money. Idcxiblc tax rates and planned budget deficits and sur- 
pluses that alter the value of total demand deposits are possible 
means. Also the government, through its banking controls, can 
usually induce a contraction of credit and sometimes induce an 
ex|)ansion. Of course, the government cannot control spending 
time lags of firms and households, and so a change in the national 
money stock does not necessarily occasion a similar change in 
effective demand. 

A diflic ult problem in connection with national income policy 
is lor the government to know how to balance leisure and con- 
sumption against employment and production. It is to be ex- 
peded, and experience seems to confirm this, that workers will 
always Avant to enjoy some of the fruits of technical progress in 
the lorm of leisure and recreation rather than in the production 
ol extra goods they do not have time to enjoy. There are not 
many Avorkers Avho Avould Avish a ten-hour day even if their take- 
home pay were correspondingly increased. Government policy 
must seek to avoid both involuntary unemployment (which entails 
insufii( ient income to enjoy leisure) and overemployment (Avhich 
entails insuflic ient leisure to enjoy income). 

lloAvever, so long as different people vary, the proper adjust- 
ment betAvecn Avork and leisure cannot involve a similar work 
Aveek lor eA cryone. The problem is not whether every employee 
should Avork 40 hours or 18 hours but hoAV many hours each indi- 
vidual employee should Avork. The aggregate outcome must be 
determined for each individual. 

An employed person Avill presumably consider himself under- 
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employed and seek more work if the disutility of earning extra 
pay is less than the utility of subsequently spending it. He is also 
underemployed from the viewpoint of the economy if a job rrui 
be found for him in which his net marginal value product is equal 
or greater than his pay. Unless both these conditions are satis- 
fied, it will not be worth both the individual’s and the economy’s 
while to have him work more. 

So long as the government is maintaining effective aggregate de- 
mand, it seems consistent with our other recommendations to sug- 
gest that extra employment be provided only when both these 
conditions are met, for then the estimated money value of the 
worker’s extra disutility will always be exceeded or equaled by the 
money value of his extra output. Such an outcome will be less 
likely if workers cannot determine how long they are to work and 
plant managers cannot determine whom they shall employ. On 
the other hand, the fact of worker and manager choice in these 
respects will not suffice to occasion reasonably full employment un- 
less aggregate effective demand is being maintained by the gov- 
ernment. 


The Political Alternatives 

People might still disagree regarding political means even if 
they agreed that the various internal relations that have just been 
outlined were desirable economic ends. Some people might feel 
that these ends would be approached more certainly and closely 
through socialism. Others might argue that unrestricted free 
enterprise would guarantee their achievement most assuredly. 
However, there are alternative and intermediate political ways to 
attain these economic ends. What would these political schemes 
mean in terms of economic freedom? 

It is not always clear what socialism would entail in any par- 
ticular place and time, but the following are probably some of its 
essential characteristics. First, the ownership and operation of 
natural resources and capital equipment is vested in the state, 
with the exception that households may be permitted to produce 
goods for their own use. Second, private employment of others 
is prohibited. Third, there is a deliberate attempt to control the 
outputs of different firms and industries according to some sup- 
posedly integrated plan. 
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At the other extreme one can conceive of a system of laissez- 
faire capitalism in wliich government did little more than provide 
for the mails, a currency, the enforcement of order and contracts, 
and ccrtciin public works such as highways and canals. In such a 
countiy the role of social security schemes would be undertaken 
instead by private savings and charity. Income inequalities would 
be extreme and become accentuated through inheritance. The 
prevention or alleviation of mass unemployment would not be a 
responsibility of the government. Monopolies would arise when- 
ever prolitatile. 

We have learned enough in the course of this book to know that 
such laissez-faire capitalism would be economically inefficient. 
Resources would be underemployed for long j)eriods of time and 
their allocation would be distorted by monopolistic conspiracies 
and by income ine(|ualitics unrelated to productivity. Actually 
none of the major industrial powers of the world possesses such a 
political economy today. 

In the next chapter we shall show some of the reasons why so- 
cialism as we know it will also not perform satisfactorily. The 
ceuttal planners may be unable to achieve the economic ends rec- 
ommended here because workers and consumers do not have suf- 
fi(ient (iioice to guide the planners in their task. Even if a 
socialist economy were to permit workers to select their jobs and 
spend their wages at will, it would not follow that resources 
would be |)ro])erly and adetjuately employed. 

fortunately there are other alternatives remaining. It is pos- 
sible to ( ouceive of a system that would permit private enterprise, 
(onsumer choice, and worker choice and yet hold some promise 
of economically desirable results. The government would not 
indulge in laissez-faire but instead would intervene when neces- 
sary to bring what wc have called social and private product into 
( loser accord. 'I'lie govcrniiicnt would seek to arrange the busi- 
ness environment in such a way that what benefits an entrepreneur 
would also benefit the economy, and wliat is a charge against the 
economy would be an entrepreneurial cost, more or less com- 
mensurately. Within this governmentally arranged environ- 
ment, private capitalism would enjoy free scope; we shall call 
such a system regulated private capitalism. 
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Statements for Consideration 

1. The dilemma of political economy is that the incidence of gov- 

ernment economic regulations upon different persons and classes 
is often opposite. Explain 

2. So long as government economic regulations injure some while 

benefiting others it is impossible to say whether any given state 
policy is in the general welfare. Evaluate 

3. Inflexible working hours make it more difficult for breadwinners 
to work out their economic salvation as happily as they might. 

Explain 

4. According to one test an individual may be unemployed, but ac- 

cording to another economic test his employment is not worth 
while. Discuss 

5. In theory, households should seek to maximize utility and firms 

should seek to maximize profits, but the interests of these two 
groups arc hard to reconcile. Discuss 

6. 'Die fact that competitive firms in the same industry tend to have 
similar marginal costs is a matter of social consequence. Explam 

7. 1 he absence of free markets, in which households can buy con- 

sumer goods at will and sell their services at will, docs not affect 
the ability of households to attain an optimum adjustment of 
their affairs. Evaluate 

8. Tlie bid prices of households for goods indicate the relative im- 
portance of those goods to the community. Discuss 

9. The existence of strong licpiidity preferences on the part of the 
public is a legitimate reason to allow interest rates to rise and so 
retard the rate of capital accumulation within a nation. Discuss 

10. I’echnological progress should be used to provide more output for 
the poor instead of, as in the past, leisure for the rich. Discuss 

11. 4’hcre may be more than one political method of organizing re- 
sources to achieve certain economic ends. Discuss 
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Problems of Socialism 

It is not simple to analyze the economic problems of socialism 
in very concrete terms because no nation at the present time 
exemplifies all the socialistic situations that might arise. The 
Soviet Union does have a professed socialist economy. However, 
it would not be fair to judge socialism according to the economic 
failures and successes of the U.S.S.R., a country that has had to 
cope with the backward technological tradition of Czarist Russia 
and the ruthless German occupation of the last war. It is pos- 
sible to conceive of socialist economies that would have neither 
the natural advantages nor the disadvantages peculiar to the Soviet 
Union and which might handle their economic affairs in both 
wiser and stupider ways than its political leaders have done. 
Moreover, the U.S.S.R. engages in many practices that some people 
might consider smacked too much of capitalist economies to 
permit our taking the Soviet Union as an example of socialism in 
action. The U.S.S.R. is neither the first nor the last word on 
socialism. Accordingly, it has seemed best to analyze an abstract 
socialist economy, one that is operated with varying economic 
sophistication at different times. The essential characteristics of 
all these socialist arrangements are that the government owns and 
operates the means of production, that private entrepreneurship 
and employment are negligible, and that the central government 
tries to integrate the national output according to a master plan. 

Crude Socialist Planning 

The crudest type of socialist economy is one that has no money 
and no freedom of personal choice. The state controls and owns 
all capital goods and natural resources. Workers are told where 
to work and what jobs to perform. Each person receives a ration 
book as a reward for working. The state announces to v/hat each 
ration stamp will entitle the holder upon presentation at his gov- 
ernment store. 
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A National Planning Board periodically decides what it con- 
siders to be proper and possible economic goals. It may decide 
that next year the piil)lic should have x boots, y stoves, and z light 
bulbs. The technicians then start calculating back from these 
goals to dis('ovcr how miu'h leathei, steel, and glass will be ic- 
quired. Production to provide the necessary last-stitching nia- 
chincs, stove iKU't wolds, and glass-blowing eejuipment must be 
caJ( ulated. 

I he o\ei-aJJ planning group may also decide what investment 
t(j undertake. Its plans may call for a new hydroelectric power 
plant and tor double tr acking a main railroad line. The produc- 
tive resources that will be needed lor these projects must also be 
estimated and a check made to see whether such investment will 
clash with the consuurjniou goods program. There will be no 
cortrrnon yardstick to settle such a conflict scientifically. 

The National Planrring Board will c[uickly discover that each 
new decisiorr vitiates some earlier decision. Today’s plan to 
generate mor e electr ic power may amend yesterday’s decisions by 
iricreasing the number of lamj) bulbs that will be needed, reduc- 
ing the irrdustrial dernarrd for coal, and substituting electric ranges 
for convent iorral stoves. 'Fhe planners should make their thou- 
sands of decisions simultaneously so that they will all be com- 
])atiblc‘. Being human, they cannot possibly satisfy this ideal and 
must instead make a series of amended plans, in the hope that each 
is less inc oiisisterrt than tlie last. 

Vhe state probably administers the ecorromy through operat- 
ing combines and allocating boards. I'heic will doubtless be a 
Manpower Board, which will attempt to classify workers accord- 
ing to tlieir skills and peculiarities and allocate them to the dif- 
ferent corrrbirres accor dirrg to the National Production Plan. Each 
irrdustry will [Mobably have a combine in charge of it and agri- 
cuiture will probably be organized irr the same way. 

rirere will have to be nurrrerous allocating boards. For exam- 
ple, soirrebody irrust decide how much of the Steel Combine’s out- 
put is to go to the Automobile Combine rather than to the Ship- 
bitilclitrg C.orrrbirre. Also, when there is no money and price 
systeirr at work, somebody must decide what proportion of the 
(hairr Cornbirre’s output is to go for feeding animals and what 
proportiorr to the rrrillers for bread flour. Some oflicial group 
must decide how’ rrruch of the coal output is to be retained as a 
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producer good and how much shall be allowed to the public for 
heating and cooking. A great many goods can be used as producer 
or consumer goods and each producer good has many alterna- 
tive uses. Such a basic division must be made more or less arbi- 
trarily. Allocation of the portion to be used as producers’ goods 
will normally be according to some complicated priority system. 

The managers of each combine are probably under pressure to 
get output. Consequently, they will use every trick to procure 
all the labor and materials possible from the various allocating 
agencies. The proportions in which managers combine different 
factors will naturally depend upon how many units of each they 
can wangle. And if, at times, they are long on certain factors, 
they will hoard their surplus materials and work their laborers 
slowly, rather than return them and risk being hamstrung by 
critical shortages later on. 

In a crudely conceived socialist nation, there is no ready way 
of ascertaining whether the planning board, operating combines, 
and allocating commissions do their work ill or well. 'Fhe Man- 
power Commission might lengthen the work week in mining and 
shorten it in textiles, but there will be no respective quits or lay- 
offs to indicate the wisdom of these orders. And if the planning 
board is prejudiced in favor of bread and against beer, and so 
has more bread baked and less beer brewed, this dogmatic error 
will not show up in a bread glut. 

It is important to understand why maladjustments, in a crudely 
organized socialistic state, will not be revealed by labor unem- 
ployment and commodity surpluses as they sometimes are in a 
capitalist economy. 

There can be no voluntary or involuntary unemployment. 
Every adult must report for work because he cannot eat and live 
without a ration book. He will be assigned to a farm or factory 
and given a task. If there are no local jobs that seem important 
enough to perform, he may be transported to another part of the 
country where supposedly he is needed more urgently. Occa- 
sionally he may be ordered to an enterprise that already has too 
much labor, in which event he will have little to do even though 
he is nominally employed. However, in primit've economies, 
which have little capital and operate inefficiently, it is usually not 
difficult to find hard physical labor for everyone. 

The public stores will never find unsold goods accumulating 
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on their shelves under a system of crude socialism. Each worker 
is in possession of ration stamps that entitle him to specific prod- 
ucts. Perhaps red stamp #13 is good for a pair of boots if pre- 
sented before the end of the year. The worker can get these shoes 
if he will just bother to walk to the store. He need not spend 
money or perform extra work when he collects the boots. Con- 
secjuently, and especially if the general plane of living is low, 
everyone presents this boot stamp as soon as it becomes valid. If 
llie state j)roduces more boots than previously, it disposes of them 
by the simple device of more frecjuently making a new stamp valid 
for boots. All goods will be distributed because all specific ra- 
tions will be jnesented. 

Living in a socialist state of this extremely crude type would be 
rather like army life. Everybody performs the ordered tasks and 
draws the rations issued at the official store. One has no choice 
of jobs as a worker or selection of goods as a consumer. A system 
of this kind must be inefficient in ways that are detailed below. 
It will be noticed that the elimination of these inefficiencies leads 
in the direction of a freely operating price system with individual 
worker and consumer choice. 

Individual Consumer Choice 

Ehe simplest conceivaI)le kind of socialist regime would entail 
a specific rationing system. E^or example, if an economy of 100 
million people is annually producing 75 million boots, 400 mil- 
lion bars of soaj), and 600 million razor blades, these quantities 
will be distributed on an aliquot basis. One designated ration 
stamj) will become valid for a pair of boots every 16 months, an- 
other for a bar of soap every 3 months, and another, found only in 
the ration book issued to adult males, will become good for a 
razor blade about once a month. Stamps probably cease to be 
valid at the end of announced periods. Buying and selling or 
trading different stamps is illegal. 

A specific rationing system can certainly distribute the national 
output eciually but not according to need. There are very few 
average consumers. People are of different ages and sexes. In 
each section of a large country, differences in climate and other 
geogra})hical conditions dictate a different way of living. Dif- 
ferent jobs give rise to different diet and clothing needs. Of 
course, most specific rationing systems will attempt to allow for 
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these different needs in part. Adults will get ration books dif- 
ferent from those of children and males will have books different 
from those of females. Supplementary food rations may be al- 
lowed coal miners and nursing mothers, for example, i he people 
of some notoriously cold and northern province may be allowed 
an extra clothing ration. However, these concessions to the ob- 
vious do little to lessen the essential rigidity of the system and 
painfully duplicate what households would decide for themselves 
if given enough choice. 

Specific rationing is wasteful because a given quantity of any 
one good could be redistributed in some other manner that would 
provide a greater total utility. Razor blades are an example. 
Some men have heavy beards, work in city offices, and have wives 
who borrow their razors. Other men are light-bearded, are single, 
work in the woods with a logging crew, and are shaved once a 
month when they come to town. A razor blade will not have the 
same marginal utility to these two types of men. On the other 
hand, the logger, leading a strenuous life and out in all sorts of 
weather, will wear out his boots more rapidly than the white 
collar worker in the city. The logger receives too many razor 
blades and too few boots as compared with the clerk. Part of the 
resources used to make these blades and boots have really been 
wasted, since the same over-all satisfaction could have been pro- 
vided by a smaller output of both goods had they been distributed 
more sensibly. 

Frequently these workers may be more realistic than their gov- 
ernment and so swap blades for boots. However, barter deals of 
this kind are clumsy and hard to arrange, for A must find another 
man who wants what A does not and does not want what A does. 
Realization of such a double coincidence is all the more unlikely 
when private deals are illegal and hence must be conducted 
secretly. 

A socialist government that will sacrifice doctrine for efficiency 
can overcome this waste to some extent by introducing point ra- 
tioning. Ration books then contain coupons of different de- 
nominations and the various goods in the government stores carry- 
point prices. Epicures can then indulge their taste for fancy 
foods so long as they are willing to deny themselves in other ways. 
People who don’t smoke will have more “point money’ to spend 
on things they really want. No one is then forced into a stand- 
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ardizcd way ol living and everyone is allowed at least some per- 
sonal expression. 

The allocating hoards must attempt to set point prices so that 
market demand is ecjual to the previously determined output of 
each good. Perhaps the National Planning Board has had a 
certain cpiantity of soap produced. 'Fhe point price charged in 
the government stores for soap must not be too high (in which 
case some of it will remain unsold and unused) or too low (in 
whic h case there will he shortages to annoy unsatisfied shoppers). 
Moreover, point prices for all goods together must he at a level 
that will exhaust all the points consumers wish to spend. 

A point rationing scheme docs not mean that consumers as a 
whole receive goods in the proportions they would like. The 
National Planning Board still decides how much of each good 
to produce. However, the national output, whatever its composi- 
tion, is distrihuted in a wxiy that maximizes consumer satisfaction. 
One miglit say that point rationing makes the best of a bad job. 

Naturally the introduc tion of point rationing does not detract 
Irom the National Planning Board’s power to determine the rate 
of investment of the economy. Perhaps 90 billion points have 
been issued in rations to wx)rkers engaged in maintaining equip- 
ment and producing the output of consumer goods. And pos- 
sibly 10 billion points have gone to persons adding to investment. 
Consumer goods pt ices must then be set high enough to absorb 
all the 100 billion points that w^orkers w’ill want to spend. If the 
National Planning Board raises the economy’s investment rate, 
say to 20 per c ent, the general level of point prices will have to be 
raised accordingly. Consumer goods prices must ahvays be high 
enough to sop up all issued ration points that households attempt 
to spend on consumj)tion. 

Incentive Incomes 

lliere is very little personal incentive to wwk harder or in- 
ci ease ones pioclucii\'e ability wdien one know^s in advance that 
this will not increase one’s income and consumption. In a sys- 
tem that makes a doctrinal virtue out of equal wages and incomes, 
the normal human urge to better one’s lot operates toward secur- 
ing appointment to "cushy’' jobs and escaping detection for 
"slacking lor obviously, if one cannot increase one’s right to 
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consume, all tliat remains is to render one’s working life as pleas- 
ing as possible. Moreover, in a crude socialist economy, where 
the worker is shifted between jobs and localities by the state, the 
individual can do no more to influence his future than make sug- 
gestions to his immediate superiors. He is likely to become fa- 
talistic and live from day to day without plans. A system that 
gives each worker the same number of ration points, irrespective 
of his efforts and capabilities, is not likely to get the total possible 
output from and for the economy. Promotion to posts of minor 
authority, ceremoniously presented medals, and organized worker 
competitions are only a partial substitute for ordinary money 
incentives. 

Human nature and common sense will eventually compel the 
introduction of a scheme that in part rewards workers in any plant 
according to their productivity. Two prizes might be regularly 
offered: a large prize to workers who produce over 120 per cent of 
their average output, and a less valuable prize to workers produc- 
ing between 100 and 120 per cent of their average. (Those turn- 
ing out less than the average output would receive no prize and 
merely draw the standard ration book.) If these suggestions are 
put into effect, the economy will, in reality, have a wage scale 
that varies with productivity. 

Shall the wage scale vary in strict proportion with output? In 
a free enterprise system, the competition of entrepreneurs for 
workers tends to bring this proportionality about, but there is no 
necessity for such a result when the state is the sole employer. 
And such a rigid connection between output and wage cannot be 
proved the most equitable. For example, in coal mining, phys- 
ical strength may determine each worker’s output, but physical 
strength is inherited in large part. It may be no more moral or 
equitable to pay people more because they have been born strong 
than to set a penalty wage for people born with red liair. 

In a free enterprise system, but only very roughly, each worker 
takes from the national output the equi\’alent of what he has con- 
tributed. When such a situation prevails, the rest of the econ- 
omy is indifferent to whether a person is productive or not. Only 
the worker himself is concerned. In contrast to this, part of the 
communist ideal is that each person should contribute to national 
income according to his ability, even though he may be paid a 
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standard wage common to all. There is much to be said for this 
ideal, in the abstract; but unfortunately, human nature being 
what it is, such a scheme would sacrifice output. 

A socialist state could compromise between extreme capitalism 
and extreme communism by varying individuals’ point rations less 
than proportionately with output. It might permit a superior 
worker to “keep” half his “excess” output. All workers might 
receive a basic ration of 100 points a month whatever their job. 
In coal mining the average output is perhaps 50 tons a month. 
The mean pay is therefore 2 points a ton. A superior miner, who 
cuts 80 tons, would then receive a bonus of 30 points, giving him 
a total wage ol 130 points for the month. The better miner, as 
compared with his fellow miners as a whole, is then making a gift 
of 15 gross tons to the economy. The final effect would be similar 
to that achieved more usually by income taxes. 

Limited Worker Choice 

The introduction of wages that vary less than proportionately 
with output in each occupation does not of itself give workers 
liberty to choos-e their jobs. Under our present assumptions, the 
number of men and women on each job depends upon the orders 
of the Manpower (lommission and not upon the preferences of 
tile workers themselves. The same basic ration book will be is- 
sued to those workers in each occupation who produce at or 
below the average rate. Fhe unpleasant and dangerous jobs 
presumably pay no more than the pleasant and safe ones. 

However, one of the real costs of production is the disutility of 
laI)or, and this naturally differs from job to job. Sewer cleaning 
involves a far greater real cost of production than spray painting. 
C'onsetiueiuly, under a system that pays all average workers the 
same basic uage, the person who is assigned unpleasant and dan- 
gerous work is forced to sacrifice more for the economy than a 
man wiio holds a desirable assignment. The incidence of labor 
disutility is arbitrary and inequitable when workers are directed 
to their jobs and paid the same basic wage. 

It would be impracticable, however, to allow people to select 
their own jobs and occupations, at a common basic wage, because 
everyone would choose the desirable tasks and localities, and no 
one would present himself for work at sewer cleaning or in 
reniotely located mines. Of course, those government combines 
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that offer preferred employment opportunities might attempt to 
cope with the flood of applicants by establishing waiting lists or 
qualilication tests. And the second possibility would have the 
merit of fitting workers to jobs where testable qualities are neces- 
sary. But it would still be true that those workers who did secure 
preferable jobs would be making a smaller real contribution to 
the economy and so being unfairly favored. 

A socialist economy that wanted to equalize the real sacrifice of 
each worker would have to pay different basic wages in different 
occupations. Garbage collectors would have to be paid more 
than delivery men. Wage differentials would have to be ad- 
justed so that the number of people who applied for each job 
corresponded to the number of workers the government wished 
to employ. The National Planning Board would establish pro- 
duction goals, the labor requirements in each occupation would 
be calculated from this over-all economic blueprint, and then 
wage relations would be modified from time to time so that work- 
ers presented themselves at the different government firms in 
exactly the required numbers. Too many applications should 
cause the responsible authorities to lower the wage at that firm 
and vice versa. The workers as a whole would not determine the 
relative amount of employment in each occupation, for this is 
still done by the National Planning Board, but each worker would 
be able to decide, after weighing different jobs against their vary- 
ing wages, the kind of work that he would do. 

Interacting Consumer and Worker Choice 

Originally we supposed a very crude form of socialist economy 
in which consumers draw specific commodity rations and workers 
are told what kind of work they must do. Subsequently we 
pointed out that the predetermined national output would pro- 
vide more total utility if distributed by means of point rations 
that consumers can spend as they will. And we have just shown 
that the incidence of work can be most fairly apportioned if 
workers are allowed to choose their jobs from a range of occupa- 
tions that pay different point wages. 

If these modifications are introduced, the authorities must juggle 
commodity prices so that demand in the market sense equals the 
product supplies in each case. And wages must be arranged so 
that the supply of labor for each job equals the demand for it in 
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the market sense. The question that now confronts us is the rela- 
tionship of product prices to wage rates. 

Let us concentrate our attention on the production and dis- 
tribution of coal and wood fuels. We shall suppose that the Na- 
tional Planning Board has somehow decided that the proper out- 
put quotas are 5,000,000 tons of coal and 12,500,000 cords of 
wood a montli. Experience has perhaps shown that these are 
constant cost industries and that a miner normally produces 50 
tons a month (or 2 tons a day, assuming 25 working days) and a 
wood worker 100 cords a month (or 4 cords a day). Consequently 
100,000 miners and 125,000 wood workers are needed to meet 
these production goals. A crude socialist economy would forci- 
bly recruit these workers and distribute coal and wood as specific 
rations. Eacli consumer would be allowed, assuming a population 
of 100 million, ]/{.o ol a ton of coal and of a cord of wood each 
montli. In a limited sense this would be an equilibrium posi- 
tion, since all jobs are filled and all output distributed, but the 
production goals might be quite uneconomic. 

The National Planning Board can readily test the validity of its 
coal and wood production goals if it dares to do so. The con- 
sumption side test is to give users a choice of either of a ton 
ol coal (double the former coal ration) or of a cord of wood a 
month (double the former zifood ration). It is most unlikely that 
exactly half the population would select one alternative and the 
remaining half would prefer the other. We shall suppose that, 
at the government’s offer price of 21/^ cords for 1 ton, there is a 
run on coal, the stocks of which approach exhaustion while wood 
supplies keep piling up. The employment side test is to give all 
coal and wood workers a clioice of transferring or remaining at 
their present jobs. It would be a sheer coincidence if the number 
of wood hewers who transferred to mining exactly equaled the 
number of miners who elected to become wood hewers. We 
shall suppose instead that there is a net transfer out of coal mining 
into wood cutting. Altogether, the National Planning Board now 
finds itself in an impossible position, for coal production is below 
consumption and wood production exceeds consumption. 

The National Planning Board may nevertheless cling obstinately 
to its production goals of 5,000,000 tons of coal and 12,500,000 
cords of wood. And yet, for political reasons, it may wish to give 
consumers and workers individual choice within limits. Hence 
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it may pay point wages and charge point prices It perhaps raises 
its coal wages to 120 points a month, leaving wood wages at 100 
points, so that 100,000 miners and 125,000 wood cutters present 
themselves. It may set coal prices at 2.70 points a ton and wood 
prices at .90 points, so that at this higher 3-1 price ratio, con- 
sumers demand the 5,000,000 tons of coal and 12,500,000 cords 
of wood that will be produced by these workers. Given these 
official wage rates, each worker has chosen the job he wants. 
Given these official prices, each consumer has chosen the fuel he 
wants. And the National Planning Board, by juggling wages and 
prices, has produced the quantities it wanted while keeping phys- 
ical demand and supply in equality. 

TABLE 34 

Allocation of Resources betut-en Coal and Wood 

COAL 

5.0 m tons 12.5 m cords 

50 tons 100 cords 

100.000 workers 125,000 workers 

2.70 pts. per ton .90 pts. per cord 

120 pts. 100 pts. 

13.50 m pts. 11.25 in pts. 

12.00 m pts. 12.50 in pts. 

Monthly profit (or loss) +1.50 m pts. —1.25 m pts. 

N.B. m represents millions. 

The above sleight of hand is likely to lead to financial profits 
and losses. Table 34 summarizes the data and shows that the 
coal combine makes a profit of 1.50 million points a month, 
whereas the wood combine suffers a loss of 1.25 million points a 
month. In this simplified example the total cost of each combine 
is identified with its payroll; and, in order to neglect the cost of 
capital goods, we shall suppose that those required in each in- 
dustry are fairly rudimentary and made directly by the employed 
workers on the spot. 

The real significance of these profits and losses is not financial 
but economic. Financially, a socialist government can always set 
the losses of one combine against the profits of another; and, if 
there are still net losses, these can be eliminated by taxes, raising 
the general level of product prices, or lowering all workers’ wages. 
Economically, profits in coal, taken together with losses in wood, 


Monthly production 

Output per man-month 

Employment 

Price of coal 

Worker’s monthly wage 

Total monthly revenue 

Total monthly cost 
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strongly suggest too little coal and too much wood output. Per- 
haps the arbitrarily determined output goals of the National Plan- 
ning Board are invalid after all. 

Let us consider some of the effects of transferring one worker 
from wood to coal production upon (1) physical output, (2) con- 
sumer utility, and (3) worker disutility. 

Physically, we shall suppose that the output-over-input return 
in each industry does not vary with the volume of operations. 
(^onsc(}uently the average and marginal physical productivity of 
a worker will be the same. The marginal productivity of a 
worker (</>) is hence 50 tons a month in coal and 100 cords a month 
in wood. 

Transferring a worker increases the marginal utility of the thing 
he no longer produces. The shifted worker used to produce 100 
cords a month, valued at .90 points a cord, which put the monetary 
value of the utility he provided through wood production at 90 
points. 1 lie same worker now jjroduces 50 tons of coal, valued 
at 2.70 points a ton, which means he is providing 135 points worth 
of utility tlirougli coal production. The consumer utility has 
increased by a net 45 points per month. Against this must be set 
the greater disutility of coal mining over wood production. The 
difference of 20 points in the basic wages in these two industries 
is probably a monetary expression of this greater disutility. The 
transfer of one worker thus adds 45 points worth of consumer 
utility and 20 points worth of worker disutility. There is a net 
gain, since the greater satisfaction afforded by coal as a fuel more 
than offsets the greater danger and dirt of mining it. 

Transfers of workers from wood to coal should continue until 
the following relationship obtains: 

PrX <t>^ _ 

P yy y(. fL yu 

Initially, before transfers began, the values of these ratios were 

2.70 X 50 120 

.90 X 100 — TM “ 

As transfers continue, the price of coal will fall relative to that of 
wood, because coal is becoming more abundant and wood is 
becoming scarcer. Also, it will be necessary to keep increasing 
the coal wage relative to that of wood, because it will now be 
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necessary to attract men into coal mining who really dislike it. 
We are assuming that the marginal physical productivity of labor 
in coal mining (50 tons) and wood production (100 cords) remains 
constant. An optimum allocation of resources will be obtained 
when and if P,. = 2.5, == 1,00, Wc == 125, and W,c — 100 points. 

The two ratios set forth above will then both equal 1.25. The 
relatively greater utility of coal over wood production during a 
month is equal to the relatively greater disutility of coal mining. 
This is as it should be. 

It is worth noting that, under our assumption of constant physi- 
cal returns, average rate of profit will be the same in both indus- 
tries when workers are allotted between them in the optimum 
manner described above. The financial rate of return, which can 
be calculated from the formula {P*<i>)/W, when </> is the physical 
productivity of a man-month of work, will be the same when all 
necessary labor transfers have been made. A socialist government 
should allocate resources, when there is no difference between 
average and marginal physical productivity, in a way that will 
equalize the rate of profit among all industries. 

An efficient economy is one that is directed in accordance with 
consumer wants (expressed in their product demand schedules) 
and with worker dislikes (expressed in their labor supply sched- 
ules). Somehow these two sets of schedules should be meshed 
together. A good that occasions much disutility to produce 
should be sold at a high price so that it will only be used where it 
is most necessary. And products that provide little satisfaction 
should only be produced if their making entails little disutility, 

A socialist government may not mesh these product demands of 
consumers and labor supplies of workers. Socialism does not of 
itself guarantee any such meshing. In fact, we have seen that a 
planning board can produce goods in any proportions it wishes, 
and then juggle product prices (so all goods are sold) and wages 
(to obtain the needed labor). These arbitrary decisions are likely 
to lead to differential profits and losses from combine to combine 
unless the Board’s output goals conform to consumer wants and 
worker dislikes. 

How will a socialist government know whether it should expand 
in certain lines and contract in others in accordance with ex- 
pressed consumer and worker preferences? If physical returns 
are constant with variations in output, so that average and margi- 



498 PROBLEMS OF SOCIALISM 

nal physical productivity of labor in any given employment coin- 
cide, the National Planning Board should adjust resources so that 
the profit rate of return is universally the same. It should calcu- 
late its total point investment (incurred entirely for wages in our 
sim])lc case) and divide this into the total number of points re- 
ceived from sales by the same industry. Any industrial combine 
that shows an abnormally large quotient, according to this calcula- 
tion, should have its operations expanded at the expense of labor 
and other resources in combines yielding a lower profit rate. 

However, we cannot expect constant physical returns in each 
industry, and so the marginal physical productivity of labor (</>) 
is likely to dilFci from average productivity. In this case the 
Board should continually be estimating the point value of a mar- 
ginal worker’s output in each industry (P‘<f>) and comparing this 
with the wage being paid {W). The aim should then be to see 
whether a small transfer of workers, at the prices and wages ex- 
isting before the shift, would yield a point profit. For example, 
if is is 90, is 120, and IF«. is 100 points, we 

ha\e seen that a transfer of one worker from wood to coal will 
increase sales receipts by jjoints while only increasing wage 
expenses by 20 points. In this case the Board would make a 
profit of 25 points if pric es and wages did not have to be altered. 

However, only a few workers should be shifted at one time as 
in reality there will have to be a slight alteration of prices (to sell 
the new outputs) and of wages (so that workers will voluntarily 
transler). Subset juently another calculation must be made, using' 
the second set of prices and wages, to sec whether an additional 
transfer would yield a point profit, assuming again that the new 
prices and wages will not have to be altered again. Adjustments 
of this kind should continue until the differences among P-(f> for 
all industries are proportioned to the differences among W. 

Why should the National Planning Board, in making these 
calculations, adopt the unrealistic assumption that prices and 
wages will not have to be altered in order to sell the new outputs 
and recruit the ne\v labor needs? The answer comes as a syllo- 
gism. We know frc:)m Part IV that pure competition probably 
gives the best allocation of resources except where income in- 
ecpialities are very great. Purely competitive entrepreneurs bring 
about this desirable result because they attempt to maximize profits 
on the supposition that product demands and labor supplies are 
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infinitely elastic. Therefore the Board can be expected to achieve 
the same optimum allocation of resources if it will proceed to 
maximize point profits under the assumption that product de 
mands and labor supplies are infinitely elastic. 

We have now seen that consumers’ preferences will remain un- 
known to the central planners unless they have points to spend as 
they will. Moreover, workers’ preferences cannot be known un- 
less they are paid point wages and allowed to choose their jobs. 
A socialist economy will not be operating efliciently unless the 
various product prices and labor wages are fitted together through 
the same profit calculations as are carried on by private business- 
men in a purely competitive system. 

The Rate of Investment 

The rate at which a socialist economy invests rather than con- 
sumes should not be decided in an arbitrary or accidental manner. 
It would be arbitrary, for example, if the National Planning Board 
gave orders entailing a net investment rate of 10 per cent, quite 
regardless of the public’s desires. Such an investment rate would 
require that only 90 per cent of the nation’s economic activity be 
for current consumption, with 10 per cent for investment. Per- 
haps this would compel more denial of consumption than the 
public would choose for itself. How can the socialist authorities 
determine the public’s preferences in this respect? 

First of all, it would be necessary for the government to ascertain 
the average rate of time preference among the public. A National 
Loan Corporation might be established, which would borrow 
point money from individuals who wanted to invest and also lend 
point money to consumers faced with an emergency or overly eager 
to consume more now. The N. L. C. would pay interest on point 
money deposited with it while charging interest on its loans to 
consumers. 

The N. L. C. might try to equalize the volume of private 
deposits and consumer loans through adjustments in the official 
interest rate. Most normal people would rather consume now 
than later, but some are especially impatient, whereas others are 
less unwilling to wait. A man who is so impatient now that he 
will give up 108 points worth of enjoyment a year later in order 
to increase his current consumption by 100 points worth, has a 
time preference approaching 8 per cent. A more restrained man 
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might be willing to give up 100 points worth of sumptuary pleas- 
ure now for 103 points worth of consumer purchases a year from 
now. If the official rate of interest set by the N. L. C. were 5 
per cent, the impatient man would borrow 100 points, the re- 
strained man would deposit 100 points, and the government would 
function as an intermediate administrator. 

Individuals will also have moderate liquidity preferences be- 
cause of the need always to have small sums on hand when spend- 
ing is continuous and wage payments are received only at inter- 
vals. However, the transactionary motive for wishing to hold 
active balances can be minimized by the state’s extending store 
credits which, if exercised, are then deducted from pay checks 
at the end of each week. There would be little or no speculative 
demand for inactive balances, since presumably there would be 
no market in securities, real estate, or other valuable assets. 

We can expect that the N. L. C. will be confronted by a private 
supply schedule of deposits (positively sloping) and a private de- 
mand schedule for overdrafts (negatively sloping). The intersec- 
tion of these two schedules will indicate the ecjuilibrium interest 
rate when all lenders and borrowers are private consumers. If 
all dej)osits with the N. L. C. are treated as loans and accorded in- 
terest although drawable on demand, the effect of liquidity prefer- 
ences will be almost nil. These demand and supply schedules 
will then depend primarily upon time preference. 

However, the N. L. C. may also wish to make loans to state en- 
terprises, so that they can make real investments and thereby add 
to their efficiency and capacity. These point loans, for reasons 
explained below, had best come from point deposits made by the 
public with the N. L. C. However, if there is to be an excess of 
private dej)Osits over consumer loans, an excess that is available 
for lending to industrial combines, it will be necessary for the 
interest rate to be raised. Perhaps a rate of 8 per cent will en- 
courage private savers to raise their deposits from 7 billion to 8 
billion points while choking off borrowing consumers from 7 
billion to 6 billion points. There will then be 2 billion points 
a year available for industrial lending to state firms. 

The N. L. C. should charge the going interest rate when it 
lends to industrial combines, even though they are also state- 
owned and -operated. The reason for this is that many managers 
probably want loans for expansion and modernization. However, 



501 


PROBLEMS OF SOCIALISM 

managers who might see their way to paying back 105 points after 
a year for every 100 they borrow may not feel capable of paying 
back 108 points. The N. L. C., by raising interest rates, can 
always cut down the number of serious applications for industrial 
loans to a value equaling available deposits. 

The managers of state enterprises will estimate the rate of 
interest they can afford to |)ay much in the same manner as do 
private entrepreneurs in ordinary economics. If the present earn- 
ing value of a contemplated asset, computed by discounting its 
expected future income stream at prevailing interest rates, is more 
than its supply price or purchase cost, the plant manager should 
acquire it. An asset should be purchased, with borrowed funds 
if necessary, when its marginal efficiency exceeds the going interest 
rate. 

The N. L. C. should attempt to equalize the public's apparent 
time preference with the marginal efficiency of new investment 
through the official interest rate. Each consumer will lend or 
borrow until his marginal time preference is ecjual to the official 
interest rate. The industrial managers will apply to the N. L. C. 
for loans until the marginal efficiency of capital in their plants 
has fallen to the official interest rate. The official rate should be 
such that net deposits made by the public equal outstanding in- 
dustrial loans in point value. The regulating effect of the official 
interest rate will be gieater if all lending and borrowing goes 
through the N. L. C. It might be made illegal for ordinary per- 
sons to lend to one another or for plant managers to reinvest 
profits at their own discretion. Then the economy, by virtue of 
the profit calculations of plant managers and the scrutiny of loan 
application examiners, will only invest in additional capital if it 
provides a rate of return greater than the indicated time preference 
of the general public. 

It would not do for the N. L. C. to create new point money 
to loan to plant managers and thereby avoid the necessity of first 
borrowing from ordinary consumers. The people would then 
have no direct way of checking excessive industrial loans and in- 
vestment. The requirement that loans be made from savings 
deposits vests the public with a relatively direct control over the 
rate of investment. 

Socialist authorities could test their views on over-all invest- 
ment if they would establish a state lending authority such as has 
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been suggested here. If an earlier decision has set the investment 
rate too high, so that too many capital goods and too few con- 
sumer goods have been produced, time preferences will have been 
forced up above the marginal efficiency of capital. Cold and 
liungry men will demand a high interest rate on loans to the 
state. Plant managers who have been forced to overequip will 
only be able to find remaining investment opportunities at a low 
rate of return. The authorities will then find that their National 
Loan Corj)oration cannot continue the same excessive investment 
allocation of resources and make both ends meet financially. In 
order to continue this too rapid investment, the N. L. C. would 
have to oiler a higher interest rate to private depositors than to 
plant managers, and so entail an operating loss. 

A socialist economy that did not limit itself to making real in- 
vestments out of borrowings from the public would likely press 
on toward technical improvement and capacity expansion at a 
pace unwelcome to the pu])lic. Rapid investment involves a 
temporary denial of consumption and can be carried to dangerous 
extremes. An economic democracy should allow the people as 
a whole to exercise their wishes in this matter. 

Decentralized Managerial Decisions 

Old-fashioned planners may be surprised at the degree of in- 
dependence that should be allowed to plant managers. Managers 
certainly should he permitted to reorganize their “command” to 
improve output-over-injnit ratios. But should they also be al- 
lowed, witiiin limits, to determine output, prices, and even wages? 

In indusii ies tliat arc organized into numerous plants, so that 
no single plant produces mcne than a fraction of the output or 
hires more than a Iraction of the workers, each manager should 
he given full authority to maximize profits, measured in point 
money. I his will make for the best allocation of resources among 
plants. 

1 he situation is more difficult where technical considerations 
fa\()r unified control of an entire industry. A large combine will 
have monopoly power in the product market and probably monop- 
sony power in the labor market. Managers will tend to restrict 
output it simply enjoined to maximize profits. Instead, they 
should be instructed to adjust output, and prices and wages if 
necessary, so that the ratio of the value of a marginal worker’s 
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physical product to his wage, calculated for the industry in ques- 
tion, is equal to a yardstick ratio furnished them by the central 
authorities. Such a yardstick ratio would be the calculated aver- 
age of the marginal-valuc-product-to-wage relation loi the economy 
as a whole. Adherence to such instructions would often cut into 
a state enterprise’s profits, and so possibly be resented by a manager 
who wanted to make a financial record for himself. A national 
planning board might therefore have to check the marginal-prod- 
uct- value-to- wage ratio in different firms from time to time and 
possibly order a different output. Obviously, the central author- 
ities would outrank local managers and could occasionally inter- 
vene to countermand the latter’s decisions. However the aim 
should be decentralization, if only to simplify administration. 

It might be more dangerous, though, to leave investment de- 
cisions to independent managers, for they would only expand 
capacity when demand for their products was great, and, by so 
expanding, increase the effective demand of other producers. A 
generalized investment decision might feed on itself and create 
unnecessary fluctuations in economic activity. However, these 
ups and downs would not have the amplitude of capitalist booms 
and busts if new investment had to be borrowed from deposited 
savings, rather than from new bank credits. 

Leisure and Unemployment 

Presumably it is not a matter of indifference to people whether 
they work and are paid for a very few^ or a great many hours a day 
and weeks a year. I.eisure is important to a man’s welfare, pro- 
viding he has sufficient consumer goods with which to enjoy it. 
On the other hand, involuntary unemployment, with its attendant 
poverty, is undesirable. Socialist planners should therefore guard 
against two dangers. One of them is overwork, with each person 
laboring for long hours, and no one having time to appreciate the 
consumer goods, they have toiled to make. The other is involun- 
tary unemployment. 

A crude type of socialist economy, as we analyzed at the outset, 
could avoid the ordinary form of unemployment. Officials would 
simply assign everyone to a job, and, by either good luck or good 
management, the labor force might be kept usefully occupied. 
However, a directed work system, w^hich provides no place for 
individual choice, could easily result in excessive hours. An 
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average person will pay a higher price for leisure, in terms of 
sumptuary denial, as his plane of living rises. Therefore, a 
socialist economy, assuming that it succeeds in producing a high 
per capita income, should guard against sacrificing leisure and 
take care to provide flexible working schedules. 

Each state enterprise might give its employees a choice, within 
limits, of how many hours they wished to work a day and how 
many weeks a year. The short-time workers would be used dur- 
ing peak load periods of the day and year. A worker who elected 
to work less than the maximum amount would receive less take- 
home pay. Such a pay adjustment would not necessarily be pro- 
portional to the length of time worked. In some enterprises 
shorter hours might cause a worker to increase his hourly pro- 
ductivity. In other jobs the dislocation caused by working a short 
schedule might be so great that a heavy pay deduction would have 
to be made. Presumably there should be some relation between 
productive contribution and total pay. Under this system in- 
dividuals having little interest in consumption could work less 
and have suflicient time to develop their talents, knowledge, and 
culture. And less developed types, who must use up consumption 
goods at a great rate in order to enjoy themselves, would have to 
work longer as a consequence. 

A sophisticated socialism might occasionally be threatened with 
involuntary unemployment. Plant managers might independ- 
ently slow their usual rate of investment or lay off more men than 
they took on. Managerial independence and consumer direction, 
while necessary in order that the composition of the national in- 
come be properly determined, may sometimes result in workers* 
being unable to find jobs and so experiencing privations. 

A socialist government could always attack an incipient depres- 
sion by various spending schemes, however. A public works 
program could be kept in reserve during periods of great activity 
and then be started when the approach of depression was detected. 
The state could lower all prices or raise all wages. In either case 
there would be an injection of money into the economy. Wide- 
spread unemployment of capable workers need never be an actu- 
ality in even a sophisticated kind of socialist economy if the govern- 
ment will act decisively to influence effective demand. 

However, even though widespread unemployment is avoided, 
some workers at any given moment will always find themselves 
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without a job and hence without current income. The state, as 
the only employer, might consider a small interest-bearing loan to 
tide each of them over; it would run less risk than usual in doing 
so. A second resort might be temporary unemploy iiieiit relief on a 
sufficiently ungenerous scale that the desire for employment would 
not be inhibited. Perhaps, in the case of workers of below aver- 
age mental and physical capacity, the state might be able to find 
unskilled work within their capabilities that would make them 
less of a charge on the economy than they would be under a system 
of indoor relief. Every economy, socialist and capitalist, includes 
persons of limited employability within its population. 

Concluding Comment 

Socialism poses many dilemmas but one is particularly pointed. 
A socialist economy need never suffer from widespread and invol- 
untary unemployment if it is willing to put people to work with 
little or no thought to the importance of what they are doing. 
There is always plenty of work to be done in the world. More- 
over, modern technology tends to make workers so physically 
productive that, even if most of them are engaged in doing rela- 
tively unimportant things, the total national product should be 
sufficient to maintain the population in some bearable fashion. 
Economic inefficiency, in the sense of badly allocated resources, 
becomes more and more tolerable as physical technique improves. 
On the other hand, the more worker and consumer choice is per- 
mitted under socialism, the more difficult it becomes to keep 
everyone employed at all times. Any government that cares about 
the composition of the national product will always be contracting 
one industry and expanding some other, and there will probably 
always be some unemployment as a result of these transitions. 
There are no theoretical reasons to suppose that an economy, 
simply because it is socialist, will automatically have full employ- 
ment and proper employment of all its resources. 

Statements for Consideration 

1 . There need be no formal unemployment under socialism. Discuss 

2. Inefficient use of labor may be as wasteful as involuntary unem- 
ployment. Discuss 

3. There need be no overproduction with consequent market gluts 

under socialism, wdiercas goods that cannot be sold in free enter- 
prise economies are usually destroyed. Ex^aluate 
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4. Decentralized production control may improve the composition of 

the national product, but the danger of partial unemployment may 
thereby be increased. Discuss 

5. The granting of free consumer choice is sufficient to occasion a 
satisfactorily constituted national product under state socialism. 

Evaluate 

6. Socialism promises steady output of the wrong goods, whereas 

capitalism ]>roduccs tJic right collection of goods but in fluctuating 
(j u a n t i t i es. D iscuss 

7. I'he conditions that give rise to sloping demand schedules in a 

free enterprise economy — for example, product differentiation — 
would not occasion monc^poly distortions under any socialist 
scheme for organ i/ing the nation’s resources. Evaluate 

8. Opj)ortunity costs do not need to be considered by socialist plan- 
ners. Evaluate 

9. State socialism inevitably involves adoption of the communist rule 

govc;rning |)ersc)nal contributions toward and deductions from 

the national imome. Evaluate 

10. Under socialism incentive schemes arc unnecessary because all 
workers know that they arc indirectly laboring for themselves. 

Evaluate 

11. A price system can play no useful part in a socialist economy. 

Discuss 
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34 


Why Not Capitalism? 


After considering all tlie problems inherent in socialist plan- 
ning, and the need to employ the price system and profit calcula- 
tions of a free enterprise economy in order to achieve efficient pro- 
duction and distribution patterns, an obvious cpiestion to ask is 
“Why not capitalism?" The nature of the answer must depend 
upon the kind of capitalism that is contemplated as an alterna- 
tive. It is not evident that the worst sorts of capitalism would be 
preferable to the best sorts of socialism. However, it is possible 
to conceive of a regulated capitalist economy that would be pref- 
erable to any socialist economy and that would possess some of the 
characteristics described hereafter. 

Three Necessary Reforms 

Laissez-faire capitalism, as briefly described above (Chapter 32), 
is economically unsatisfactory for a great many reasons. Three 
of the more important defects of such a system are its tendency 
toward (1) occasional periods of mass unemployment, (2) in- 
creasing inequalities in income distribution that are unrelated to 
current productivity differences, and (3) monopolistic and monop- 
sonistic behavior on the part of firms and factors of production. 
A free enterprise economy which, with government help, could 
reform itself in these particulars, might compromise economic 
efficiency and personal freedom more satisfactorily than any other 
economic system. 

Recurrent Mass Unemployment 

All industrial economies have, sometime in the past, experi- 
enced periods of widespread business depression coupled with 
mass unemployment. These experiences have had a twofold 
effect upon many small proprietors and especially upon the vast 
majority who work for a living. Their affection and loyalty 

.»i07 
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toward unregulated free enterprise have been shaken. Their 
willingness to accept government control schemes that promise 
financial security has increased. In some countries the belief has 
spread that socialism and planning can alone prevent mass un- 
employment. Apparently no form of free enterprise capitalism 
is sure to remain [popular and secure unless government fiscal 
policies, appropriate to prevent mass unemployment, are part and 
parcel of it. The survival of private capitalism in the long run 
may well depend upon the possibility of combining it with such 
fiscal policies. Socialism can be expected tomorrow if the day 
ever arrives when the entire public becomes thoroughly con- 
vinced that effective action against depression and unemployment 
within a free market economy is impossible. 

It is not surprising that many people should be willing to ex- 
change some measure of personal freedom for financial security. 
Industrialization has meant that each part of every economy has 
become more specialized and interdependent than before. Each 
unit is helpless to provide for itself. The urban worker, if he is 
thrown out of work, cannot raise his own food or cut his own fuel. 
Even the farmer, now that mixed farming is largely a thing of the 
past, is dependent on some distant market. After a long period 
of depressicjn and unemployment, it is natural that some workers 
are ready to let the government determine their jobs so long as it 
guarantees a job, and that some farmers are willing to let the gov- 
ernment select their crops so long as it stands ready to buy them. 

Because of these develojiing attitudes a burning question of our 
times is whether all forms, or only some forms, of free enterprise 
ca|)italisni are prone to recurrent depression and unemployment. 
Socialists would have us believe the former. However, in view 
of the causes of general depression, and the pcxssibility that fiscal 
j)olicy might prevent or remedy unemployment, it seems very 
premature to abandon the ship of capitalism. 

I here are many theories of business cycles that seek to explain 
why a general business upswing turns into a downswing and then 
eventually into an upswing again. These various theoretical ex- 
planations tend to be conjectural and would alone suffice to fill a 
book. However, the forces that continue a downswing or an up- 
swing are more obvious and certain. 

A large part of the national product during normal times con- 
sists of durable producer and consumer goods. Most durable 
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goods can usually be made to last a little longer, or a little less long, 
if necessary. The timing of their replacement is not preordained 
but is somewhat under the control of their owners. An addi- 
tional characteristic of durable goods is that they tend to be rathei 
expensive. Their cost may be a sizable fraction of a household’s 
or a firm’s annual budget. Accordingly, when incomes begin to 
fall, replacement of durable equipment is deferred, and the down- 
swing is accentuated. Conversely, when incomes are rising, these 
extra funds are usually employed to replace aging durable goods, 
and the upswing is pushed higher as a consequence. 

These accentuating tendencies are enormously exaggerated by 
the principle of acceleration (see Chapter 10). During bad times, 
not only is capital replacement deferred, but capacity may be 
allowed to shrink. And in good times, not only may replacement 
be advanced, but more units of capital will be wanted to expand 
each firm’s capacity. 

An increased purchase and production of durable 
kinds means more income for the factors of productio: 
these goods. Households then have more to spend, 
this will go for durable consumer goods, which will 
demand for durable producer goods to help make them. Higher * 
incomes again result. Conversely, a reduction in durable goods 
production reduces the incomes of productive factors, so that 
Iiouseholds spend less, especially on durable goods, and the demand 
for producer goods declines in turn. Appendix B shows how these 
influences can produce self-generating fluctuations in a simply 
conceived economy. 

Severe economic depressions are due to the isolated decisions 
of millions of households and firms. Each firm naturally fails 
to replace aging equipment when capital goods are falling in price 
and declining sales already have rendered some of its capacity 
surplus. And yet from the viewpoint of the economy, this is an 
ideal time, when labor and other resources are idle, for the firm 
to replace capital. One can blame jieither the individual firm 
for aggravating the depression nor the numerous households that 
unavoidably spend less when their incomes fall. The misfortune 
in this case is that the private interest of each firm and the public 
interest of the economy are for the moment in opposition. 

What can the government do to sustain the expenditure stream 
of households and firms? Part III, especially Chapter 13, gives 


goods of 23 ^ \ 

and muchiQfc 
increase 



510 


WHY NOT CAPITALISM? 


some of the answers in detail. Several of the conclusions are 
briefly restated here. 

A linn is unlikely to rej:)lace capacity unless it seems to be 
needed. Kssentially, this means that effective demand throughout 
the economy must in general be maintained, although naturally 
there will always be some declining trades and firms that must 
accc])t their fate. The effective demand of households and firms 
can proliably be influenced, although never precisely controlled, 
by the taxing, spending, and credit policies of the government. 

1 he spending of households depends largely upon their incomes 
and casli holdings. The hulk of the consuming public, neglecting 
the voluntary savings of the better-off families, are limited in their 
spending by the money they have in their possession. The sales 
of consumer goods industries and trades will respond fairly 
promptly and proportionately to increases in household disposable 
iiKome. Public works may provide many households with some 
additional money to spend. Households in the lower income tax 
brackets will spend on consumption most of any tax reductions 
that the government might allow them. A reduction of federal 
excise taxes would leave households with more money to spend 
on other things. If the federal monetary authorities would fi- 
nance |)art of the deficits of state and local governments in depres- 
sion emergencies, they could j)robably be induced to cut their tax 
rates and so further increase households’ spending on goods and 
services produced by j)rivatc enterprise. Regulation of consumer 
credit should not be overlooked, because households are always 
ready to use such credit, and most durable consumer goods are 
bought on installment plans. 

rile sjKMuling of firms does not depend to the same extent upon 
their liipiid wealth position or their ability to borrow. In de- 
pressions, firms will not maintain or create surplus capital capacity 
unless they feel convinced that it will soon be needed or unless 
they feel that the present cost of doing so is unusually and tem- 
poiaiily low. 1 he spending of firms depends upon their current 
sales and the expectations that their managements entertain. 
Ck)nse(|uently governments can influence tlie spending rate of 
films only very indirectly, if at all. One rather remote and un- 
ceitain way might be, during periods of full employment, to limit 
the ciedit available to firms for expansion, so that, if a depression 
begins to develop, more firms will eventually be compelled by 



WHY NOT CAPITALISM? 511 

lack of capacity to replace worn-out equipment sooner. A more 
obvious but indirect means is to have government increase house- 
hold spending in order to increase firm spending. 

It is only in the last decade or so that public opinion in most 
countries has come to feel that governments have a responsibility 
to prevent depressions. During the great depression of the 'thir- 
ties, few governments took concerted and vigorous fiscal and 
monetary action or acted according to any definite and articulated 
plan. Unemployment relief and public works were designed to 
keep people alive. Government budget deficits were often in- 
voluntarily incurred and arose from declining tax proceeds and 
not reduced tax rates. Governments have had little practice in 
putting modern income theory to work against depressions and 
economists have thus had little experience with which to test their 
theories. It is because of this uncertainty that many people today 
are still doubtful whether the governments of regulated but 
capitalistic economies can evolve successful fiscal and monetary 
techniques for preventing prolonged and severe unemployment. 

Extreme Monopoly Distortion 

In some trades a vigorous enforcement of existing laws against 
monopoly and unfair competition could provide an adequate 
remedy of the monopoly problem. However, in other lines of 
production, modern technology links size and efficiency insepa- 
rably together, so that if unit costs of production are to be low it is 
inevitable that only one or a few firms can exist. Government in- 
tervention in these circumstances is essential. 

The government has a choice of economic remedies, although 
at the moment they are not all legally permissible. It can set 
ceilings below the prices of monopolies and floors above the prices 
of monopsonists. Alternatively, in both cases, it can provide a 
subsidy per unit of output or input, and then prevent undue 
profit from accruing to the firms by imposing some special tax 
that docs not directly affect the scale of operations. In other cases, 
it may seem best for the government to subsidize competitive firms 
or even go into the business itself, in order to set a more com- 
petitive pace for the private firms. 

Perhaps more novel techniques of control lie just over the future 
horizon. Perhaps the day will come when, in the case of incur- 
ably monopolistic situations, the government will participate in 
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managerial policy. For example, the government might appoint 
some of the directors of firms that have been convicted of violating 
the revised anti-monopoly laws, and require that price decisions 
receive the approval of such men. The government, having in 
effect participated in determining the policies of such firms, should 
then be estopped from prosecuting them for monopoly violations, 
although, of course, the government’s director might have to be 
replaced by another man if he lost sight of the public interest. 

An arrangement of this kind might also remove a great deal 
of current uncertainty. At the present time, except where consent 
decrees are entered into, firms are often uncertain whether the 
agencies of the federal government will consider a particular 
policy legal or illegal and whether, in the latter event, they will 
move against it. Moreover, some of these legally questionable 
policies may not run counter to the public interest; for instance, 
they may envisage cooperation with rival firms to eliminate cer- 
tain real costs of advertising, storage, or procurement. Arm- 
length competition is not always a virtue, but any other course 
often runs the risk of federal prosecution. 

One must also recognize that some of the worst monopoly dis- 
tortions in the economy may arise from industry-wide bargaining 
by strong labor unions. When the wage paid by some trade for 
some particular labor skill is forced far above a competitive level, 
as indicated by the eagerness of outside labor to take jobs in that 
trade when they are available, the output of that labor is likely 
to be less than a proper allocation of resources would occasion. 
Logically, the government must then attempt either to bring all 
other wages up or to set a lower wage ceiling on the monopoly 
labor. Of course, output could also be kept up by subsidizing 
the employers of the monopoly labor; however, if employers are 
competing actively for labor, these subsidies will become monop- 
oly wages, and it is not desirable that the incomes of these workers 
should depend upon organization rather than upon their relative 
productivity. 

At the other extreme from monopoly, there are some trades 
that seem to invite everyone to try his entrepreneurial luck, so 
that there are usually too many resources employed at any given 
time, and too many being employed by inexperienced and hence 
usually inefficient proprietors who last a season and then pass on. 
It may sometimes be as important to bring a little stability and 
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contraction to such overinvested trades as to open up monopolized 
industries to new competition. Various possibilities suggest them- 
selves. The government might levy a specific excise tax on sales. 
It might establish fees for new firms. Or it might permit only 
a given number of firms to operate and sell these permits to the 
highest bidders, rather than have them issued according to influ- 
ence. 

The object of all these remedies of undue monopoly and undue 
competition is to reorder the allocation of resources in a way that 
will bring the economic contribution of the marginally employed 
resources in every trade into greater equality. The purpose of 
these government devices is not to moralize or punish. There 
is little rationality in becoming emotional and suggesting that the 
proprietor of a monopoly is a “bad** man because his prices exceed 
his marginal costs. The monopolist and the farmer are both just 
as selfishly motivated when they seek to maximize profits through 
an equation of marginal cost and marginal revenue. In fact, 
relative to the monopolist, the farmer is “guilty** of employing 
too many resources. The real social need is not to punish monop- 
olists of the past through fines or imprisonment but to deter future 
monopoly behavior by means of government actions already de- 
scribed. 

Unproductive Income Inequalities 

It has already been explained how wide inequalities in income 
affect the composition, as well as the distribution, of the national 
product. However, when these inequalities are based on differ- 
ences in the economic contributions of individuals and their assets, 
they are at least partially desirable as incentives. Even if we can 
agree thus far, two difficult questions remain, to which perhaps 
there is no answer. One of these is whether income differences 
should be proportional or less than proportional to differences in 
economic contribution. The other question is whether income 
differences that are due to gifts or inheritance inhibit economic 
productivity, and if so, what as a practical matter can be done 
about them. 

Let us suppose that Jones and Smith both work in the same law 
office, Jones receiving $12,000 a year and Smith $6,000 a year, the 
difference being due, not to nepotism, but to their respective 
values to the employing firm. So long as employers are free to 
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make their own salary bargains such differences in gross income 
will always tend to arise. However, should a similar difference 
in net income be permitted, or should Jones be taxed proportion- 
ately more than Smith? If Jones pays a higher tax rate than 
Smith, he is sharing more of his productivity with the commu- 
nity. The ethical rights and wrongs of such a result are debatable. 
Actually, in most countries, most voters are in favor of taxing 
higher incomes more heavily, possibly for the very simple reason 
that more families have small than have large incomes! 

Suppose we complicate the situation a little more, and suppose 
that Smith’s wife has inherited an estate that brings her $6,000 a 
year, so that the Smith household altogether receives the same 
income as the Jones household. Should these two families be left 
with similai- incomes after taxes? Is it “fair” that Smith should 
live as well as Jones? Will Smith’s incentives to become as good 
a lawyer as Jones be lessened by the fact that his wife has $6,000 
a year? Or will Smith improve as a lawyer, and secure a higher 
per die?n, but work only three days a week? In the latter event 
the inheritance has lost the economy the potential output of the 
two weekdays Smith can afford to take off. 

What stejrs might the government take, assuming it did wish to 
prevent any individual from receiving a large inheritance, perhaps 
on the grounds that this would otherwise permit him to consume 
out of all proportion to his relative economic productivity? 
Logically, in view of its purpose, the government should not tax 
large estates but only large beejuests to individuals. If a million- 
aire leaves $10 to each of the 100,000 people who live in his home 
town — perhaps hoping his memory will at least receive a monu- 
ment in consecpience — the economy has no complaint. However, 
taxing large individual inheritances is not the end of the problem. 
Rich men may, while still alive, make large gifts to sons and 
daughters, and will in fact be encouraged to do so if estate or in- 
lieritance taxes exist. Lhc usual recourse is to impose a gift 
tax on sums given a single person within a year which exceed a 
certain limit. 

The danger that inheritance taxes will inhibit the incentive of 
people to earn income, either by working themselves or by hiring 
their natural resources and capital funds to the economy, must 
always be borne in mind. However, an inheritance tax should 
be less of a deterrent than an estate tax. Some rich men and 
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women either have no natural heirs or dislike them and would 
prefer to leave their money to a non-profit cause they believe in. 
An inheritance tax would not deter such people in the way that 
an estate tax would. Moreover, inheritance and gift taxes do not 
affect the desire to acquire income very directly. Most people 
don’t think much about leaving their money until they are well 
along in years, and meanwhile they hanker after income for them- 
selves. Income spent on self-enjoyment is unaffected by inherit- 
ance taxes. To some extent the natural desire of parents to do 
something for their children can be gratified, especially in the 
case of sons and sons-in-law, by investing in them rather than /or 
them, perhaps through supporting them during professional 
training. In this way the wealth of the parents increases the 
productivity of their children, whereas an expected inheritance 
might have tempted the heirs into a life of sloth. 

It is not enough that a government should prevent people from 
enjoying income they have not produced for themselves. Gov- 
ernment also has the more positive responsibility of seeing to it 
that behavior that contributes to the national product is still 
rewarded even after taxes. If entrepreneurs are to continue in- 
novating, which before the event is usually something of a gamble, 
the government should not, through income tax laws, reduce the 
profits of success without alleviating the losses of failure. At 
present the odds against realizing a net return after taxes are 
lengthened by the government. Past corporate losses cannot be 
fully offset against subsequent profits, and past personal capital 
losses cannot be fully offset against later capital gains. Venture 
capital, which is invested by corporations, may be taxed twice, 
first as corporate income and then as personal income, if the enter- 
prise is successful. If the aim of policy is to relate disposable 
income, although not necessarily proportionately, to the national 
product contributions of individuals, the present taxation of in- 
come should be amended considerably. 

The Philosophy of Regulation 

(government regulation of a capitalist economy should be along 
liberal lines so far as possible. The entrepreneur, the worker, 
the consumer, and all other private units in the economic scheme 
should be left free, save in the most exceptional cases, to deter- 
mine their own conduct. The government should limit itself to 
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modifying the economic environment, perhaps througli taxes and 
subsidies and price limits, so that the individual entrepreneur will 
tend to act, from self-interest, in the public interest. 

A police state is more likely to regulate private economic affairs 
through specific orders. Farmers are told what crops to raise. 
Workers are directed to their jobs as in an army. Manufacturers 
througliout an industry may be told how many units they shall 
each produce. In such cases, if the individual does not behave 
as ordered, he runs the risk of punishment. 

A regulated capitalistic economy could probably achieve the 
same results by softer means. If more wheat is wanted, a high 
price or subsidy for wheat, set by the government, will not only 
shift farmers into wheat growing but also increase the output 
j)lans of existing wheat growers. Workers can be drawn from 
one job to another by wage differentials, which ensure that the 
men who are most willing to change will do so, and that those 
who are most settled need not have to transfer jobs. The output 
of an industry can always be influenced by government-set prices, 
taxes, and subsidies, and the extra output will come from different 
firms within the industry, in part according to their marginal 
costs. 

One of the arts of political economy is to obtain desirable eco- 
nomic results with a minimum restraint of private self-interest. 
Self-interest is the motive power of all but the most collective and 
planned economies. Without the self-interest of the entrepre- 
neur, of the worker, of the consumer, and of other suppliers of 
productive factors, there would be little production in a capitalist 
economy. Governments may have to channel this self-interest at 
times, but they should ahvays impede it as little as possible. A 
doctor does not cure his patient but, through prescription or 
treatment, attempts to bring the natural forces of health into 
play. (Government officials should, by analogy, set the stage so 
that self-interest is more likely to bring forth socially desirable 
results and is free to function. 

Self-interest provides the administrator with one of the most 
practical of all controls. By changing some aspect of the eco- 
nomic environment, perhaps through establishing a high price 
floor, thousands of producers will expand output in the most 
economical manner from self-interest. The alternative of direct 
controls would require government officials to determine how 
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much extra each firm should produce and which new firms should 
start producing where, and then to enforce these plans upon all 
concerned. Inspectors and policemen would be needed every- 
where. Antagonisms would develop between the people and the 
government. 

Perhaps we can learn something about regulating free enterprise 
from the manner in which psychologists train animals. If we had 
a rat in a maze, and wished it always to travel through one cor- 
ridor and never through another, what might we do? We might 
forcibly push and pull the resisting animal through the maze, by 
the desired route, and every time we wanted it to repeat the trip 
we should have to be on hand to renew the struggle. Alterna- 
tively, we might provide prizes along the right corridors and 
penalties along the wrong corridors, so that, after some experience 
of each, the animal would select the desirable route and reject the 
undesirable route. Hereafter, it will behave in the intended 
manner from self-interest, and in the absence of supervisors. In 
the economic sphere, profits and losses are the prizes and penalties 
that train entrepreneurs, consumers, workers, and others to behave 
in economically desirable ways. 

How desirable economic self-interest is as a means of powering 
and regulating the economy can best be realized by considering 
the alternative. Most governments that dispense with economic 
self-interest as a modus operandi are likely to resort to fear instead. 
The fears with which they may prod people to behave as pre- 
scribed are many and varied. Fear of the concentration camp 
and fear for one’s family are two compelling examples. Govern- 
ments cannot employ these fears to good purpose and still retain 
the usual guarantees of civil liberty. If governments are to con- 
tral economic life, and if civil liberty is to be retained, it is almost 
essential that regulation and incentives act through the economic 
self-interest of individuals. 

Perverted Regulation for Special Interests 

Inherent in all government regulation of economic affairs is 
an actual danger against which the citizen should always be on 
guard. The danger is that controls will be used to favor special 
interests and will thereby sacrifice the general interest. The 
purpose of regulation should be to bring private and public in- 
terest into greater accord wherever possible. When these inter- 
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ests do not coincide, as may often be the case, it is a terrible 
perversion of controls to use them in the service of special private 
interests. And yet this can and docs happen very easily and 
fiequcntly. 

The tax system is a good example of how a control device can 
be improperly employed. The tax policy of the past has been to 
raise revenue in such a way as to minimize political repercussions. 
Corporations seem impersonal things, so their income is taxed 
as well as dividend income, with little thought of what this does 
to investment. The rich are relatively few% and always unpopular 
with the poorer majority, so their incomes are taxed very dis- 
proportionately, with little consideration of the economic effects. 
Capital gains and losses are handled in such a way that risky ven- 
tures become even more unattractive to entrepreneurs and in- 
novation is consecjuently slowed. 

Agriculture furnishes another example. High support prices 
for agricultural products serve no purpose in peacetime except 
to provide farmers with extra income. The government must 
take a loss on the surplus. Agricultural products that are raised 
by relatively few farmers do not get subsidized, but the economic 
cause for this is not as apparent as the political reason. 

TarifTs on imports provide yet another instance. The prices 
and supplies of many goods on the domestic market depend upon 
the level of individual customs duties. These duties exist be- 
cause of special interest pressures. As a result the allocation of 
our resources is rendered uneconomic to some degree. Unfor- 
tunately, there is no Washington lobby dedicated to the proper 
alhxation of American resources, and there probably never 
will be. 

I he history of peacetime rent controls also illustrates how 
ec:onc>mic considerations can be sw^amped by those of politics. In 
the nation as a whole the normal housing situation w^as not sud- 
denly and ap[)reciably w^orsened. Increasing rents were due pri- 
marily to a doubling of household money incomes, although 
population shifts within the country considerably aggravated the 
situation in some areas, and the baby boom placed a premium 
on certain types of accommodation. By 1947, as compared with 
1939, the prices of all major consumer goods and services had on 
an average doubled, except for rents, w4iich remained partially 
controlled. The man who supplied labor w^as allowed to collect 
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a double wage, the farmer who supplied food was allowed to col- 
lect a double price, but the man who supplied a place to live was 
restricted. It is, of course, conceivable that this anomalous situa- 
tion was due to the political fact that workers, farmers, and 
renters are more numerous groups than landlords. The eco- 
nomic result was that rents did not rise enough to force renters 
to economize in the use of living space. It lessened mobility of 
labor and population within the country because a newcomer 
could not force his way into a dwelling through rent bidding. 
Historical precedence rather than relative need, apart from income 
differences, determined who lived where. The economic con- 
sequences of this political policy were probably unfavorable on 
balance. 

One particularly alarming aspect of government regulation of 
economic affairs is that the over-all economic consequences of 
each action are seldom considered. The usual object is to help 
the consumer, or to help the farmer, or to help labor, or to help 
the textile industry, and so on. Legislative action tends to be 
piecemeal. Moreover, as Congress can only take up one thing 
at a time, hearings are always on a particular bill, and the eco- 
nomic interaction of a great many potential statutes cannot be 
considered simultaneously. Hearings on specific bills naturally 
tend to attract the attentions of the special interests directly 
affected. The general interest tends to go by default. 

It is not the upshot of these remarks that economists should be 
given authority to determine how the economy should be reg- 
ulated. The economist is only a technician and all social prob- 
lems involve questions that the economist is no better qualified 
to judge than anyone else. For example, every new government 
regulation involves equity considerations, and economists have 
no monopoly on justice. Technicians are often too single- 
minded, and hence should never be given unbridled power to 
affect the lives of others; if dieticians were given authority to pre- 
scribe what people were to eat, we might all be healthier, but 
would we be happier? No, the real point to be labored here is 
that the advice of technicians should be given great weight, and 
should only be disregarded if the public in general does not wish 
to follow it. The initiative for proposing government controls 
should not lie with some special group that wants help, possibly 
to the disadvantage of others, but with economists who feel that 
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some policy can advance the general economic welfare. The 
elected representatives of the people would and should make the 
final decisions. 

(iovernment today possesses many powers of control over eco- 
nomic life. A fundamental question that confronts any demo- 
cratic people is whether these powers shall be exercised in the 
general economic interest or to grant favors to special interest 
groups. Unfortunately, these two interests are often antagonistic, 
and then the problem is very real. What we must all remember 
is that the founding fathers did not establish political democracy 
so that the power of government might be enlisted by each special 
financial interest in its struggle against the general economic in- 
terest. Our political processes permit this to happen, but they 
were not designed with that purpose in mind. 

The future prospects of private capitalism would seem to de- 
pend uj)on the political responsibility and maturity of voters, 
legislators, and officials. We have a regulated private capitalist 
economy now, but our private capitalism is not always regulated 
in the right way and for the proper reasons. Yet resistance to 
socialism depends in large part upon the quality of such regula- 
tion and the sovereignty of the public interest. It is accordingly 
the duty of the economist to perfect his techniques of control and 
that of voters to make the general welfare paramount. 

Statements for Consideration 

1. 1 he only kind of private capitalism that is economically possible 

is laissez-faire capitalism. Discuss 

2. I’he advent of industrialization has increased the economic in- 
security of many people. Explain 

3. Upswings and downswings in economic activity might not be so 
pronounced if households and firms used fewer durable goods. 

Explain 

4. There is no way in which the government can increase the spend- 


ing of finns in the bottom of a depression, but it can augment 
household spending quite readily. Discuss 

5. Large-scale economies in production invite government interven- 
tion. Discuss 

f). Comjietition at arm’s length is not always a virtue. Discuss 

7. Industry-wide bargaining by strong labor unions can occasion 

monopoly distortions. Explain 

8. All income inequality is economically undesirable. Evaluate 

9. A government tax on bequests may inhibit incentives less than a 

tax of equivalent weight on income. Discuss 
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10. Economic regulation should regulate the environment rather than 

the individual. Explain 

11. Self-interest of others provides the administrator with one of the 

most practical of all control media. Discuss 

12. All economic controls of government are inevitably in the general 

interest. Evaluate 

13. In the political scuffle the general economic interest tends to go by 

default. Explain 
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Appendix A 

Total Cost and Revenue Functions 


A MAJORITY of the diagrams used in describing the profit-maximizing 
decisions of firms, and in analyzing value theory problems generally, 
have traditionally employed average and marginal curves. The ex- 
planation is probably that the first diagrams, involving demand and 
supply schedules, featured price along the vertical axis. Consequently, 
when the adjustment of purely competitive firms to the market price 
came to be investigated, the same vertical scale was employed, and 
curves of marginal and average cost were added to that of average 
revenue or price. If monopoly cases had been graphed before those 
of pure competition, it is not unlikely that the vertical scales would 
have referred to total revenue and total cost, rather than to revenue 
and cost per unit, for many relationships can then be more readily 
grasped. For this same reason the following analysis of total revenue 
and total cost functions of output is included. 

Figure I has physical output along the horizontal axis and dollars 
along the vertical axis. TC is the total cost curve of a firm. Ap- 
parently a short-run situation is depicted here, for there are costs 
of OA at zero output, and these must therefore be a fixed cost. The 
variable costs in any case are the excess of total costs over the fixed 
cost, which is OA. The TC curve shows that total costs always increase 
with output. However, at point B on TC, which is the so-called 
“point of inflection," the direction of curvature changes. In economic 
terms, this means that total costs increase with output at a falling rate 
from zero to Qi output, and subsequently increase at a rising rate. 
Marginal costs will be at a minimum at OQi output; this is confirmed 
by the fact that a tangent drawn to TC at will be flatter than any 
other tangent drawn to the total cost function. The output that will 
yield minimum average cost can be determined by finding the point 
on TC to which a line, drawn from O, will be tangent. 

TR represents the total revenue when different outputs are sold. 
It starts at O, as of course there is no revenue when there are no units 
to sell, and then rises. If the depicted situation were one of pure 
competition, TR would be a straight line sloping upward and to the 
right, indicating a constant price, always equal to a constant marginal 
revenue. Actually a case of monopolistic competition is shown in 
Fig. I, as evidenced by a total revenue curve that rises, at a falling rate, 
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to a peak at C, anti then declines. A tangent drawn to TR at C would 
be horizontal, indicating a zero marginal revenue. In other words, the 
demand is of unit price elasticity at Q3, is elastic from O to Q3, and is 
inelastic thereafter. 



The diagram illustrates very dearly that a marginal value will 
always be less than an average value when the latter is falling. For 
example, at O()o output, the price is falling, as evidenced by the fact 
that lines drawn from O to the TR curve at successively higher outputs 
will be decreasingly steep; consecjuently, at D, marginal revenue is 
less than average revenue. This can superficially be seen by the fact 
that F.D is less steep than OD. More precisely, marginal revenue is 
DF /El\ and average revenue is DQo/OQo* now EF is equal to OQ2> so 
marginal revenue must be less than average revenue, since DF is only 
part of D(Io. 

rhe profit obtained at any output is represented by the vertical 
excess of TR over TC. So long as Ti? is rising more rapidly than TC, 
marginal revenue exceeds marginal cost, and profits must be increasing 
with output. When an output is reached at which a tangent to TR 
has the same slope as a tangent to TC, marginal levenue has become 
equal to marginal cost, and the vertical distance of TR over TC is no 
longer widening and will soon begin to narrow. Profits are then at a 
maximum. 
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In Fig. I an output of Q2 maximizes profits of DG. Marginal rev- 
enue equals marginal cost at Q2 output because the tangent at D has 
the same slope as the tangent at G: a check will show that DF/EF 
is equal to GI/HL The price charged, that is the revenue per unit, 
is the total revenue divided by the output, or DQo/OQn, The average 
cost is the total cost divided by the output or GQji/OQo. And the per 
unit profit — not a very significant magnitude — is DG/OQji. 

It is worth noting that a firm which possesses some monopoly power 
over its selling market, as evidenced by the curving total revenue func- 
tion, will always maximize profits at an output corresponding to an 
elastic demand. The TC curve is always rising, and so the optimum 
quantity must be one where TR is also rising; but a rising total revenue 
indicates a positive marginal revenue, which in turn denotes an elastic 
demand. Analytically it is incorrect to state that a monopolist will 
favor inelastic demand situations. 

At times there has been a question raised concerning the possibility 
of a firm’s being in output equilibrium with falling marginal costs. 
Falling marginal costs mean that total cost is increasing with output, 
but at a decreasing rate, and that the total cost curve would rise 
but be concave when viewed from below. A cost function of this 
kind may not be as uncommon in some industries as is sometimes sup- 
posed. And theoretically it is not incompatible with equilibrium. 
A unique output determination will still maximize profits so long as 
the increase in total revenue declines at an even faster rate than the 
retardation in the rate of increase in total cost. Graphically, equilib- 
rium requires that the total revenue curve be even more concave from 
below than the total cost curve. Where monopoly elements are pres- 
ent, this requirement will frequently be satisfied; for sooner or later 
the demand is likely to lose elasticity, and then the TR curve turns 
down, in which case the concavity of the TR curve will certainly be 
more pronounced than that of the TC curve. However, where there 
is pure competition in the sale of the product and the TR curve is a 
straight line rising from the origin, equilibrium would be impossible 
within an output range where marginal costs were falling. 

Industrial managers sometimes prepare “break even” charts for their 
businesses; these charts consist of two straight lines. One is a so-called 
total revenue line originating at the axis intersection. The other line 
starts from an intercept on the vertical axis. The distance from the 
origin to the intercept is the overhead or fixed cost. An absolutely 
straight total cost line implies variable costs per unit that are equal 
to a constant marginal cost. It is possible, but not very likely, that 
such cost characteristics are encountered in situations where there are 
large sunk costs; for example, once the cost of setting type for a book 
has been met, extra copies involve a small and fairly constant outlay 
for ink, paper, and running the presses. “Break even” charts fall 
further under suspicion because, although they are usually prepared 
for firms with quasi-monopoly powers, they employ what are super- 
ficially straight line TR curves. If a firm sets its own selling price. 
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its total revenue curve cannot be linear but will be concave viewed 
from below. The revenue line on most ‘'break even’' charts, especially 
when prepared for large manufacturing companies, is not a total rev- 
enue function at all, but simply one of many possible lines, like OD in 
Fig. I, which terminate at the true total revenue curve. 

A kind of total use value, measured in money, is shown in Fig. I, 
This curve represents the total value to buyers, in money terms, derived 
from using each several quantity of the good. The TR curve is re- 
lated to such a total use value (TUV) curve and in fact can readily 
be derived from the latter. For example, at the price that occasions 
Oih output and use, the slope of TUV must be equal to the slope of 
Ol), because buyers will purchase up to the amount where the mar- 
ginal use value coincides with the price. Also, when OQ;j is sold at a 
pric c represented by the slope of a line from O to C, this slope will also 
rcj^rcsent the use value of the “last” unit. Now we can understand 
why it is that TR may eventually decline with additional output 
despite the use value of these marginal units and the continued rise 
of (he TUV curve. 

One possil)le representation of buyers’ surplus is very straightforward, 
when TUI' and TR schedules are employed, since then it is simply the 
vertical distance between them, or JD when the monopolistic firm 
maximizes i)rofits with an emtput of OQo- 1 he maleconomic effects of 
monopoly power arc also rendered evident by a simultaneous examina- 
tion of a firm’s TUV, TR, and TC schedules. A priori, the economy 
desires, in each case, to maximize the dilTerence between total use 
value and total cost, whereas the private entrepreneur wishes to maxi- 
mize the dilfcrcncc between total revenue and total cost. These two 
objectives must be in conflict when the producer senses that his TR 
curve is not identical with the TUV schedule. More sj)ccifically, 
TUV-TC will be greater at some output above OCKy which last maxi- 
mizes TR-TC, It is possible that a true consumer cooperative, which 
sought to maximize its members’ profits and buyers’ surplus, might be 
able to resolve the usual conflict of interest and operate even a monop- 
olistic concern in a manner compatible with the general economic 
welfare. 
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Appendix B 

When Saving and Investment Plans Differ 

Elements of Instability 

A FUNDAMENTAL CAUSE o£ instability in any economy characterized 
by both free enterprise and mechanized production — such as that of the 
United States — is wh^t may loosely be termed the capitaUincome-sales 
cycle. Commodity inventories are a further source of alternating 
expansion and contraction in the economy. These two phenemona 
together offer a partial explanation of the economic fluctuations that 
are sometimes called business cycles. 

The capital-income-sales cycle repeats itself somewhat as follows: 
(1) The production and installation of additional machinery and equip- 
ment involves the payment of newly erected or released money to 
productive factors; this is especially significant if capital goods are 
complex and costly. (2) The extra income received by the owners of 
productive factofs leads in turn to increased sales of final goods to 
consumers; however, if the propensity to consume falls markedly below 
unity, the sales effect will be geared down from that of income. (3) 
Producing the extra output for sale will require additions to capital 
equipment, if no surplus capacity exists; and these additions may 
prove considerable, in percentage terms, if capital goods are relatively 
long-lived. And then again, to repeat the cycle, the production of this 
extra capital produces additional income for consumers. 

A sudden change in any one of these three elements — i.e., in capital, 
income, or sales — will have repercussions on the other two elements 
and then in turn upon itself. It is altogether conceivable that these 
adjustments might go on forever, generating one business cycle after 
another, or even perhaps continue indefinitely in one direction. How- 
ever, given the conditions of the real world, it is very possible that any 
autonomous change in one of the elements will, after a number of 
induced fluctuations, become absorbed into a new state of dynamic 
equilibrium. 


Three Simple Models 

Let us imagine a simple economy that produces only one kind of 
consumer good (called “outputs"') with the aid of only one kind of 
machine (called “capitals"). One unit of capital can produce output 
at a rate of 200 a year. The price of an output always remains con- 
stant at one dollar. 
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Businessmen normally produce each year the quantity of outputs 
demanded during the preceding year. For example, if they produced 
X outputs during the first year, but could have sold x plus y units, they 
will produce x plus y units during the second year; or, if they produced 
X plus y units in the first year, but only x were demanded, they will 
produce x in the second year, and the preceding year’s surplus has 
presumably spoiled. In other words, there are no inventories to ab- 
sorb differences between the rate of production and sales. 

A breakdown of the per unit costs reveals an indirect capital cost 
of 40^ per unit and a direct labor cost of per unit. Hence the 
total per unit cost is $1.00, which is ecjual to the price, and there are 
zero profits. 

File initial ccjuilibrium involves an annual production of one mil- 
lion outjmts, no surplus capacity, and an income for the economy of 
$1,000,000 a year. Fhe original cause of disturbance in each case is 
an autonomous decision on the part of businessmen to increase output 
by ten per cent for one year. VVe shall now analyze what transpires 
if (1) the marginal propensity to consume (C) is unity and the service 
life of capital (F) is one year or 200 units of output, (2) the marginal 
propensity to consume is .50 for all income in excess of ‘^normal" and 
capital has a one-year service life, and (3) the consuming propensity 
is once again unity but capital has a service life of five years or 1,000 
outputs. 

C]ase One: C = 1.00, E — 200 units or 1 year 

Fhe autonomous decision by businessmen to expand output by 10 
per cent to 1,100,000 units for one year will require a stock of 5,500 
instead of 5,000 machines. Hence the production of capitals will have 
to be expanded by 10 per cent or by 500 machines. The cost of a 
machine must be $80 if the capital cost per unit of output is 40^ and 
if a machine jn'oduces 200 units of output in its one year of service 
life. Hence an additional 500 times $80, or $40,000 extra, is spent on 
the purchase of capitals. Businessmen also make an extra direct 
outlay of $00,000, for they arc producing 100,000 more outputs and the 
direct cost per unit is assumed to be 60^. Altogether income is in- 
creased by $100,000. Hence the public, because of the unit marginal 
propensity to consume, will demand 100,000 extra units in the first 
year. 

Fhen, in the second year, businessmen will be induced to make 
1,100,000 outputs, since this w^as the demand in the first year. The 
total income made available by businessmen in the second year will 
again be $1,100,000, for they will again buy 5,500 machines at $80 
each and have a total direct expense of $660,000. And again, in the 
second year, the public wdll spend every dollar of income and demand 
1,100,000 outputs. Hence businessmen repeat their operations during 
the third, fourth, and ensuing years. 
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Under our assumptions, any autonomous decision by businessmen 
to raise or lower output, in the first year, will subsequently induce 
them to maintain the new level. The entire adjustment process is 
completed in one year. 

Case Two: C = .50; E = 200 units or 1 year 

In this case we assume that the average propensity to consume is 
one at the normal income of $1,000,000 a year but that the marginal 
propensity to consume is .50. For instance, if the income made avail- 
able by businessmen is $1,100,000, the public demand for outputs at 
one dollar each will be 1,050,000 units, whereas the demand would be 
for 950,000 units at an income of $900,000. The latter result will be 
possible if consumers drew on savings or the government provides 
unemployment relief. In Case Two we shall find that an autonomous 
decision by businessmen to increase output for one year by ten per 
cent will have no effect in the very long run. 

TABLE I 

C — .50; E — 200 Units or One Year 

Income from Producing 



Output 

Capitals 

Capitals 

Outputs 

Total 

Demand 

Before 

1,000,000 

5,000 

$400,000 

$600,000 

$1,000,000 

$1,000,000 

lyr. 

1.100,000 

5,500 

440,000 

660,000 

1,100,000 

1,050,000 

2 

1,050,000 

5,250 

420.000 

630,000 

1,050,000 

1,025,000 

3 

1,025.000 

5,125 

410,000 

615,000 

1,025,000 

1,012,500 

4 

1.012.500 

5,062 

405,000 

607,500 

1,012,500 

1,006.250 

5 

1,006,250 

5,031 

402.500 

603,750 

1,006,250 

1,003,125 


The above result is suggested by Table I. The autonomous decision 
in the first year to produce 100,000 more units increases income by 
$100,000. However, the demand only increases by 50,000 units. 
Hence in the second year businessmen are induced to make only 
1,050,000 units. This pays out an income of $1,050,000, but at this 
income level the public demand is only for 1,025,000 units. In each 
ensuing year the output produced, the income paid out, and the public 
demand all fall toward the initial one million dollar mark. 

An autonomous decision to reduce output ten per cent below normal 
to 900,000 units would not cause an equivalent reduction in demand, 
and so, year by year, businessmen would be induced to raise their 
output to the preceding year's demand, until they were once again at 
the normal output, income, and. demand level of one million dollars 
and units respectively. 

A marginal propensity to consume of less than one, when capital 
does not survive beyond one year, will slowly induce an economy to 
return to the normal level, at which demand equals income, and the 
average propensity to consume is again unity. 
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Case Three: C = 1.00, E = 1,000 units or 5 years 

Wc shall now recognize the durability of capital by making the more 
realistic assumption that a machine has a service life of five years or 
1,000 units of output. However, wc shall revert to the earlier supposi- 
tion that the marginal propensity to consume is always one. An auto- 
nomous decision by businessmen to increase output in one year will 
subsc(juently induce an accelerating expansion. 

rile reason for this is that a 10 per cent increase in output will 
necessitate a 50 jier cent increase in capital production if the service 
life of a machine is 5 years and no idle capacity exists. The total stock 
of capital needed to produce 1,000,000 units of output is still 5,000 if 
a machine’s annual capacity is 200 outputs a year. However, if the 
service liie of a machine is 5 years, only 1,000 machines will need, on 
an average, to be replaced in any one year. But it will take a capital 
stoc k ol 5,500 machines to produce 1,100,000 units of output a year. 
Hence the decision to increase output by 10 per cent, or by 100,000 
units of output, means that 1,500 machines will have to be purchased 
and made, becciuse 500 extra machines will be needed in addition to 
the normal 1,000 lor replacement, "riiis demand is 50 per cent above 
the normal production of capitals. Incidentally, if the average service 
lile ol a machine were 8 years, a 10 per cent increase in output would 
immecliaiely recjuire an 80 j)er cent increase in capital production, 
and so on. 

1 he accelerating expansion of the economy under our present 
assum})tions is shown in Table II. This second table is far more 
complicated than the lirst because machines are no longer used in a 
single year and hence the cajiital production in any year is no longer 
I 200 ol the outjnit. It now takes five columns to determine the 
number ol new machines that businessmen will have to acquire each 
year. 

We must first — as before — determine how many machines must be 
kept in operation during the current year; this will always be 1/200 
of the currently plannccl output and is shown in column 2. Next 
we must c heck l)ack and learn the number of machines available for 
use sometime during the preceding year; this iigure is placed in the 
third column, and it will always be ecpial to the number of capitals 
needed in the preceding year (given in column 2 one line above). 

I hen wc must determine the number of machines worn out during 
tlK* preceding year, and this depends upon the service life of a ma- 
chine and last year’s output; for example, if a machine has a service 
life of 1,000 units, and last year 1,000,000 outputs were produced, 
1,000 machines will have been worn out (see column 4). Now we can 
find the number of machines available at the start of the current year, 
since this will be equal to the number of machines operated last year 
minus the number worn out last year; for example, taking the first 
or any other line, the third column minus the fourth column gives 
us the fifth column. However, the number of machines that will be 
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purchased by businessmen will be equal to the number currently 
needed minus the number capable of use at the start of the present 
year; consequently column 2 minus column 5 gives us column 6 in any 
year. 

It is now a simple matter to calculate the income paid out by en- 
trepreneurs incidental to their operations. They spend money in 
purchasing machines and they make direct outlays in producing out- 
puts. We are now assuming that the price of a machine is $400, so 
that the capital cost per unit of output can still be $.40, and hence 
the income resulting from machine purchases will be 400 times the 
number of capitals currently acquired; in the table, column 7 is there- 
fore equal to column 6 times the assumed cost of a machine. The 
direct outlays for producing output are equal to the number made 
times the direct cost, Jiere assumed to be $.60 a unit of output, so that 
the total cost per unit will equal the price of $1.00; hence, in the 
table, column 8 is equal to column 1 times the direct cost per unit of 
output. The total income paid out from all current production (col- 
umn 9) is equal to outlays for machines (column 7) plus direct outlays 
for final consumer goods (column 8). 

The current demand (column 10) is based on current income 
(column 9) and the propensity to consume. In this case we are sup- 
posing that C is 1 .00 and therefore the current income and demand are 
equal and the entries in columns 9 and 10 are identical. 

The first cross row in Table II shows the repeating events that con- 
tinually occurred during the preceding equilibrium. Then, in the 
year marked “1st,” businessmen suddenly decide, because of circum- 
stances outside our model, to increase output by 10 per cent to 1,100,- 
000 units during that year. Consequently they need 500 extra ma- 
chines in addition to the 1,000 machines replaced, and buy 5,500 
machines, valued at $600,000, in all. Direct outlays are up 10 per 
cent to $660,000. Total income is thus swollen from two sources and 
becomes $1,260,000. 

In the second year after the old equilibrium came to an end (line 3 
in the table) businessmen once again plan their production according 
to last year’s demand. Hence they plan to produce 1,260,000 units. 
They will need the use of 6,300 machines to produce this larger output. 
Only 4,400 machines are now available, because, while 5,500 machines 
were in use during the preceding year, 1,100 were worn out in the 
course of last year’s operations. Consequently businessmen must 
currently acc^uire 1,900 new machines valued at $760,000. Income 
in the second year after the old equilibrium, made up of $760,000 for 
new machines plus $756,000 of direct outlays, rises to $1,516,000. 

The incomes of the next few years are $1,925,600 in the third year, 
$2,580,960 in the fourth, $3,629,536 in the fifth, and $5,307,258 in the 
sixth. A check will reveal that Yq = 2*675 -- T674. Similarly 
Fy = 2*67o — 1*675. (See the Mathematical Note at the end of this 
appendix.) 

In this model, because of our assumption of relatively durable 
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capital goods with a consuming propensity of one, any upward move- 
ment, once started, will not stop. The earlier equilibrium was pre- 
carious and unstable. It needed only one autonomous decision by 
entrepreneurs to produce an explosion. 

7'hese three models afford some interesting contrasts. In the first, 
when machines lasted one year and all incomes were spent, any 
sudden change immediately induced a new level stability. In the 
second, when machines were still nondurable but people did not alter 
their spending by the full change in their incomes, a new business 
decision, taken one year, eventually worked itself out and the old 
equilibrium was in time restored. In the third model, when ma- 
chines were durable and people always spent their entire incomes, 
an autonomous decision by entrepreneurs led to a cumulative dis- 
equilibrium. From these results we can tentatively infer that restora- 
tion of equilibrium is hindered by the use of durable producers' goods 
and helped by any public tendency to alter spending by less than 
the amount its income changes. 

General Theory of Capital Acceleration 

The foregoing ideas can now be generalized. We shall consider a 
whole economy using various kinds of capital goods to produce various 
kinds of consumption outputs. And we shall no longer limit our- 
selves to simple cases where either the marginal propensity to consume 
is unity or capitals have a one-year service life. 

In each case it will be necessary to assume definite values for five 
different elements: 

C, the marginal propensity to consume, is the ratio of a change in 
consumer spending to the change in consumer income that occa- 
sioned it. 

M, the value of the stock of real capital needed to produce a dollar's 
worth of consumption output. 

D, the depreciation in the value of the capital stock occasioned by 
producing a dollar’s worth of consumption output. 

L, the direct cost, for labor and so forth, involved in producing a 
dollar's worth of consumption output. 

N, the “normal" level of income before the autonomous events that 
upset the prior equilibrium. 

It will be noticed that we arc no longer concerned with the number 
of machines, the number of outputs, or the annual capacity and 
service life of machines measured in physical units of output. 

In the following analysis we no longer assume that the price of an 
output is necessarily one dollar, but we do suppose that there are zero 
profits. “Normal" income is always held to be a 100 billion dollars. 
In each year entrepreneurs deliberately produce what they could have 
sold in the preceding year. If they produce more than they do sell, 
we shall suppose that the surplus is thrown away or spoiled. If they 
produce less than they could sell, they now plan to make, next year. 
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what they might have sold rather than what they did. The income 
paid out is always made up of gross capital acquisitions plus direct 
costs in making consumer outputs. It is supposed that all income is 
spent on consumption when the income level is “normal," and that 
consumers change their demand from “normal" by the marginal 
propensity to consume times any difference in income from “normal." 

In ral)le III, we have a case where the marginal propensity to con- 
sume (C) is .5, the direct cost of output (L) is $.20 per dollar’s worth, 
the depreciation in capital per unit of output (D) is $.80 per dollar, 
and value of capital needed per dollar's worth of output (M) is $2.00. 
llie original equilibrium income, output, and demand were $100 
billions. Suddenly, as shown by the second row of the table, business- 
men make an autonomous decision to produce an output of consumer 
goods valued at $110 billions. The resultant shock to the economy 
causes a series of dampening ffuctuations above and below normal. 

The calculations in Table III may need explaining, so let us examine 
the second row, which relates to the year of impact. Column 1 shows 
the value of output arbitrarily determined by the entrepreneurs. 
CJoIumn 2 is the value of the capital stock needed to produce the 
planned output, and so is equal to column 1 times M. Column 3 
gives the value of the capital stock operated during the preceding year, 
and so is identical with column 2 one line above. Column 4 states 
the depreciation cost of the preceding year’s operations and so is equal 
to column 1, a line above, times D. Column 5 indicates the value of 
capital available for use at the start of the current year and is equal 
to column 3 minus column 4. Column 6 reveals the gross capital 
formation that will be necessary to produce the currently planned 
output and is equal to column 2 minus column 5. Column 7 is the 
direct outlay occasioned by the current output and is equal to column 
1 times L. Column 8 is the total income paid out to productive factors 
(Y) and is the sum of columns 6 and 7. Column 9 is the demand of 
the public for outputs and is equal to N + C{Y-N). This last value 
is ecjual to the jdanned production of the next year as given in the first 
<olumn of tlie line below. All subsequent values are computed in 
the manner explained above. 

Given the assumed values for N, C, L, M, and D, we can compute 
the income of any year if we know the incomes of the preceding two 
years (F j and 1' o). In the present case the formula for finding the 
current year’s income (F) is 

F = 50,000 + MF_i-.6F_o 

In this way the incomes of successive years, starting with the third 
year following the year of autonomous change when output was 
suddenly increased by $10 billions worth, can quickly be found if the 
incomes of the first and second years have already been computed. 
These values, rounded to the nearest tenth of a billion dollars, are 
given in I’able IV. It will be noticed that the series fluctuates around 
“iioimal" in ever narrowing oscillations. 
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TABLE IV 

C * .5; Af =« 2.00; D « .80; L =» .20; iV = $100 Billions 


Year 

Income 

Year 

Income 

"Impact'* 

’ Year) {Dollars in Billions) 

(from **Impact‘' 

' Year) (Dollars in Billions) 

3rd . 

$100.1 

12th . 

$99.1 

4th . 

92.9 

13th . 

99.0 

5th . 

92.1 

14th . 

99.4 

6th . 

95.5 

15th . 

100.0 

7th .. 

99.8 

16th . 

100.3 

8th . 

102.5 

17th . 

100.4 

9th ., 

102.8 

18th . 

100.2 

10th . 

101.6 

19th . 

100.0 

11th .. 

100.1 

20th . 

99.9 

N.B. 

Y = 50,000 + 1.1 — .6r,, 




On the other hand, with alternative values for C, M, D, and L, we 
might not have had a slow and fluctuating return to the original 
income level of N. If we had set C at .75, D at .40, and L. at .60, we 
would have had a prolonged series of oscillations. The actual income 
values, calculated to the nearest tenth of a billion dollars and dated 
from the year of autonomous change, arc set forth in Table V. 

TABLE V 

C = .75; M 2.00; D « .40; L *= .60; N « $100 Billions 


Year 

Income 

Year 

Income 

(from ''Impact" 

Year) (Dollars in Billions) (from "Impact" Year) 

(Dollar^' in Billions) 

1st . 

$126.0 

21st 

$ 47.5* 

2nd . 

134.7 

22nd 

78.5 

3rd . 

136.5 

23id 

121.0 

4th . 

129.5 

24th 

166.8 

5th . 

113.7 

25th 

205.1 

6th . 

91.4 

26th 

224.7 

7ih . 

66.7 

27th 

217.1 

8th . 

45,5 

28th 

178.7 

9th . 

35.5* 

29th 

113.0 

10th . 


30th 

65.8* 

11th . 

42.8 

31st 

44.6* 

12th . 

71.3 

S2nd 

35.1* 

13th . 

112.7 

33rd 

39.9 

14th . 

159.2 

34th 

60.6 

15th . 

200.2 

35th 

95.4 

16th . 

224.3 

36th 


17th . 

....: 222.2 

37th 

180.1 

18th . 

189.1 

38th 

210.4 

19th . 

127.1 

39th 

219.0 

20th . 

72.2* 

40th 

200.0 

N.B. Y == 

1.95 — 1.20r^ 4-25,000, 

Qf .45Y.1 4- 25,000 when 

r^sterisked. 


One noteworthy feature of this series is that, when income and out- 
put are falling rapidly, there may be no need for any capital produc- 
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tion. Such will be the case when the amount of capital needed to 
produce the planned output is less than the stock of capital inherited 
from the preceding year. In other words, the decline from last year to 
this in the stock of capital needed for operations is greater than the 
depreciation of capital resulting from the output of the year before. 
( I'he years when there was no capital production have been marked 
in Table V with an asterisk.) 

However, so long as there is any output, capital depreciation will 
continue, until the stock of capital has fallen so low that some replace- 
ment is essential if the expected demand for output is to be supplied. 
Once capital production is renewed, incomes are rapidly augmented, 
and demand increases in turn. Moreover, as the stock of capital fell 
to very low levels during the depression, any substantial increase in 
demand enormously increases capital production. Boom conditions 
set in for a time. Eventually, however, the percentage of capital 
production that is lor replacement increases, so that the income paid 
out begins to rise more slowly and perhaps even begins to fall. Also 
a marginal propensity to consume of less than unity exercises a 
braking elfect on both rises and falls in income. 


FARL 

C-.2r>; 1.50; D-.IO; 

(Dollars in 



(1) 

(2) 

(:<) 


11 -t 

—13 , 

1+2 

Yk.vr 

'I 

i 

O 

Before 

100,000 

0 

100.000 

1 

1 10.000 

0 

1 10,000 

o 

105,2.50 

■—1,7.50 

100 ,.500 

3 

97,512 

— 7.7.‘!8 

89,771 

4 

91.491 

—3,018 

91,476 

5 

98..337 

-i 3.8 13 

102,180 

6 

103.489 

•f.5.ir)2 

108,641 

7 

103,937 

+•118 

101.385 

8 

99,926 

—1.0 If 

95.915 

9 

96,619 

-3,277 

93.372 

10 

97.614 

-1995 

98.639 


K VI 


L = .60; iV = .'^100 Billions 
Millions) 


(1) 

.3 X 1.5 

(5) 

■1-. 

(6) 

3_, X .4 

1 3 

o 

OM 

. M 

D 

(M-D) 

150,000 

1.50,000 

10,000 

110,000 

165,000 

150,000 

40,000 

110,000 

150,7.50 

165,000 

14,000 

121,000 

134,661 

150,750 

40,200 

110..550 

137,214 

134,661 

35,910 

98.751 

153,270 

137,214 

36,590 

100,624 

162,962 

153,270 

40,872 

112,398 

156,578 

162,962 

43,456 

119..506 

143,873 

156.578 

41,754 

114,824 

140.058 

113.873 

38,366 

105,.507 

1 17,958 

140,058 

37.348 

102,710 


Still other motlels can be constructed, and other results obtained, 
by varying the assumed magnitudes of C, M, D, and L. The formulae 
that facilitate the computation of successive annual incomes are given 
in the mathematical note and the reader may wish to construct models 
f<)r himself. Some of the oscillating series that he can thus obtain for 
himself will closely resemble the economic fluctuations experienced 
by capitalistic nations. 
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Capital Acceleration with Commodity Inventories 

A further refinement is to introduce commodity inventories into our 
model economy. If entrepreneurs produce more outputs than con- 
sumers buy, then inventories are increased, and conversely. A surplus 
supply is now carried over to the next period and a surplus demand is 
met from outputs of a preceding year. 

Various assumptions might be made regarding the inventory levels 
that entrepreneurs attempt to maintain. Perhaps entrepreneurs try 
to keep inventories at some constant percentage of past or expected 
sales or output. In this section, however, we shall suppose that each 
producer attempts to keep commodity inventories at the same absolute 
level year in and year out. In practice this assumption induces less 
violent fluctuations in income than would many other suppositions. 

Some special problems arise when we have a case of capital accelera- 
tion with commodity inventories. Each year entrepreneurs plan to 
produce a certain amount for sales (enough to meet last year's demand) 
plus or minus a certain amount for inventories (enough to bring them 
back to the arbitrarily determined norm). However, the income paid 
out to the public in the course of producing this planned output is 
usually such that the public buys more or less than entrepreneurs 


TABLE VI (Cont’d) 


(8) 

(9) 

(10) 

(11) 

(12) 

(13) 

(14) 

(15) 

4-7 

3 X .6 

8 + 9 


3 — 11 

13_, + 12 

10— ILi 

10 — 11 

O . M- 


7 = 0 (M 






0-1 


+ L) + 

i’ = /V + C 





(M-D) 

O’ L 

o_/m-d; 

(Y-N) 

O-S 

2 (O-S) 

II = 7-S_i 

IS = Y-S 

40,000 

60,000 

100,000 

100,000 

0 

0 

0 

0 

55,000 

66,000 

121,000 

105,250 

+4,750 

+4,750 

+21,000 

15,750 

29,750 

60,300 

90,050 

97.512 

+2,988 

+7,738 

—15,200 

—7,462 

24,111 

53,864 

77,975 

94,494 

-4,720 

+3,018 

—19,537 

—16,519 

38,463 

54,886 

93,345 

98,337 

-6,861 

—3.843 

—1,115 

—4,988 

52,646 

61,308 

113,952 

103,489 

—1,309 

-5,152 

+15,617 

+ 10,465 

50,564 

65,185 

115,747 

103,937 

+4,704 

-448 

+12,260 

+ 11.812 

37,072 

62,631 

99,706 

99,926 

+4,459 

+4.011 

—4,234 

-223 

29,049 

57,549 

86,600 

96,649 

-734 

+3,277 

—13,328 

-10,051 

34,551 

56.023 

390,576 

97.644 

-4,272 

— 995 

-6,075 

-7,069 

45,248 

59,183 

104,429 

101,108 

-2,469 

—3,464 

+6,787 

+3,323 


N. B. y = 1.0SOr_, — 1.075r_3 + .275Y_^ 4- $75 billions, or .307.1 — .15K_2 -f- $30 billions, 
whichever is the larger. 


expected. In this case inventories will still not be normal at the end 
of the year. 

In Table VI we have supposed that C is .25, M is 1.50, D is .40, L is 
.(30, and N is 100 billions. Let us now examine the various column 
entries for the tenth year after the producers’ autonomous decision to 
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increase output by 10 per cent. Column 1 is the value of output pro- 
duced for expected sales, and is normally column 1 1 of the line above. 
Column 2 is the value of output which will presumably bring inven- 
tories back to normal and is equal to column 13 of the line above when 
the sign is changed. Column 3 is the value of the total output and 
is the sum of columns 1 and 2. Column 4 is the value of the capital 
stock required to produce the planned output and is equal to column 
3 times M, Column 5 is the value of capital in use during the pre- 
ceding year and is column 4 of the line above. Column 6 is the value 
of capital depreciation during the preceding year and is column 3 
of the line above times D. Column 7 is the value of the capital stock 
left over from the year before and is column 5 minus column 6. 
Column 8 is the value of the new capital production and is column 4 
minus column 7. Column 9 is the direct outlay occasioned by current 
output of consumer goods and is column 3 times L. Column 10 is 
total income paid out and is the sum of columns 8 and 9. Column 11 
is the sales of output to the consuming public and is N plus C times 
the excess of column 10 over AT. Column 12 is the change in inven- 
tories and is column 3 minus column 11. Column 13 is the cumula- 
tive rise or fall of inventories from normal and is the algebraic sum 
of column 13, one line above, and column 12. 

The income of years further into the future can be computed by 
means of a short cut formula. Given our assumed values for C, M, D, 
L, and N, knowing the incomes of the three immediately preceding 
years, and j)roviding there is never surplus capital capacity at the begin- 
ning of tlic year, 

Y ^ 1.050y.i - 1.075y_2 + .275y.3 -P $50 billions 

I’he annual incomes computed in this way until the twentieth year 
are shown under the heading “Alternative No. 1“ in Table VII. It 
will be noted that there is a gentle fluctuation of slightly decreasing 
amplitude around the “normal“ income of $100 billions, with a dura- 
tion of about live years. Here is a model that will continue to oscillate 
ovc'r a prolonged period. (See Mathematical Note.) 

However, contiasting income results would have followed from the 
ado|Mion of alternative values for C, M, D and L. In order to save 
space, only three alternatives will be compared by way of illustration. 
Alternative No. 1 — set forth in Table VI and already described — 
assumes that C is .25, Af is 1.5, D is .40, L is .60, and N is $100 billions. 
Alternative No. 2 has the same assumed constants except that C is 
assumed to be .50. Alternative No. 3 also supposes that C is .50 but 
takes M to be 2.0. The annual incomes computed for these three 
alternatives, up to the twentieth year of disequilibrium where possible, 
arc given in Table VII. 

Alternative No. 2 is more fluctuating than No. 1 because the mar- 
ginal propensity to consume has been raised from .25 to .50. Con- 
secpiently there is less “slip” between income and sales in No. 2, and 
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TABLE VII 



Alternative 

Alternative 

Alternative 


No. 1 

No. 2 

No. ^ 

c 

.25 

.50 

.50 

M 

1.50 

1.50 

2.00 

D 

.40 

.40 

.40 

L 

.60 

.60 

.60 

N 

$100.0 billions 

$100.0 billions 

$100.0 billions 

Before 

$100.0 billions 

$100.0 billions 

$100.0 billions 

1 yr. 

121.0 

121.0 

126.0 

2 

90.0 

112.1 

125.6 

3 

78.0 

91.3 

107.2 

4 

93.3 

67.2 

65.2 

5 

114.0 

56.6 

37.0* 

6 

115.7 

74.5 

42.8 

7 

99.7 

121.8 

106.3 

8 

86.6 

176.7 

231.7 

9 

90.6 

200.3 

378.5 

10 

104.4 

157.6 

447.2 

11 

111.1 

64.5* 

300.4 

12 

104.3 

21.4* 

76.1* 

13 

93.8 

43.0 

( -1-4*) 

14 

91.9 

129.8 


15 

99.3 

241.8 


16 

106.3 

3025 


17 

105.1 

236.6 


18 

98.4 

81.2* 


19 

94.6 

7.8* 


20 

97.5 

21.8 



* No capital production apart from possible investment in inventories. 


increased capital production gives a greater boost to current sales and 
next year's output. In certain years during the downswing, indicated 
by an asterisk in the table, the drop in income, sales, and output is 
so considerable that no capital production is undertaken. The oscil- 
lations of this second alternative are becoming wider over time. 

Alternative No. 3 is even more violent in its fluctuations than No. 2. 
The explanation of this is that M has been raised from 1.5 to 2.0 and 
so changes in the rate of capital production have a larger income effect. 
In the third alternative model the fluctuations become so great that, 
by the 13th year, the formula yields a negative income 1 Apparently 
in the twelfth year sales fell below output, and commodity inventories 
were built up to such an extent that the accumulated inventory ex- 
ceeded sales; hence in the thirteenth year producers planned to produce 
nothing and met demand out of heldover stocks. 

These three alternatives indicate two highly important facts. A 
low marginal propensity to consume contributes to stability. And a 
low ratio of capital to output also contributes to stability. 
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Investment and Saving 


One condition of full equilibrium is that intended investment (77) 
and intended saving (IS) be equal not only to each other but also to 
actual investment and saving (X). Hence we cannot expect equilib- 
rium in our models if 77 is not equal to IS or if X is not equal to both 
77 and IS. Here is an ecjuilibiium recjuiiement that can be better 
understood with the help of the acceleration and inventory model 
set cjut in I'able VI. 

The value of X can be ascertained by computing either actual sav- 
ing or actual investment, because these two elements are really alterna- 
tive aspects of the same event and hence in essence an identity. Actual 
saving in any year is simply the excess of income (Y) over sales (S). 
Actual investment is, of course, the algebraic sum of the change in the 
capital stock plus the change in inventories. I'his statement, re- 
phrased in symbols, can be simplified to Y — S also, as shown in the 
mathematical note. Hence X is equal to Y — S. 

However, intended investment (7.V) is not equal to actual investment 
and saving (X). At the beginning of each year entrepreneurs plan 
a total output (O) that is the sum of output intended for sale (q) and 
output intended for inventories (/). Now entrepreneurs always expect 
current sales (.S’) to be equal to last year’s sales {S_^. Actually, be- 
cause (urrent income will differ from last year’s income, 5 and 
will not be etjual during a state of disequilibrium. If S exceeds S_i, 
actual investment will be less than intended investment, the amount 
of the difference being the output which, intended for inventories, 
had to be sold instead. In other words, 


but 


77 = X + (S - S.,) 
X = 1' - .s 


so 

77 = y - S_i 

Intended investment is equal to current income minus last year's 
sales. (The proof of this statement is also given in the mathematical 
note.) 

ddie definition of intended saving in our present example must be 
based on the assumption we made that consumers' expenditures are 
a function of current income. Therefore consumers actually spend 
what they intended to spend. Intended saving is hence 7 — 5, which 
is also actual saving, because of the assumption underlying the 
model. It is not always necessary that intended saving should equal 
actual saving, however. 

Inasmuch as sales are a direct function of income, it follows that 
5 can only increase if Y rises; hence Y will be greater than Y — S 
when income is rising. In other words, an increasing income occurs 
wlicn intended investment (7 — S_i) is greater than intended saving 
(>' — S). And from this it follows that income falls when intended 
saving exceeds intended investment. 
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Figure II charts the values of Y, S, and q giveii in Table VL The 
fluctuations of S around the “normal” value of $100.0 billions are only 
one-fourth of the fluctuations of Y around this sum because C was 
assumed equal to .25. Y and S consequently always intersect at .V. 
Output for sales (q) is always equal to the sales of the year before 



(5_i), so that the q line lags the S line by one year. The economy is 
actually disinvesting and dissaving when the Y line lies below the S 
line, which happens, because of our assumed consumption function, 
whenever Y and S are below “normal.” Intended investment exceeds 
actual investment whenever q, which is always equal to lies below 
S; in this case the depletion of inventories will be represented by the 
vertical distance separating the S and q lines. Intended saving is 
represented by the amount the Y line lies above the S line. It will be 
noted that income is increasing in those years that experience declin- 
ing inventories and for which intended investment exceeds intended 
saving. 

However, no causal sequence should be inferred from this particular 
association of intended investment, intended saving, and income. For 
example, government action to stimulate or deter sales, so that S 
equaled some one year, would not of itself eliminate all subsequent 
fluctuations. Such an equality between intended investment and in 
tended saving is a necessary but insufficient condition of stability. 

Concluding Comments 

These model economic systems would not exhibit such fluctuations 
if there were no flexibility in bank credit or variations in the hoarding 
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rates ol individuals. There must be a change in the stock of money 
or in its velocity. Otherwise producers and consumers could not 
simultaneously increase their outlays. 

riicse models throw light on the workings of a real economy. The 
use of equipment lasting more than a year means that a given per- 
centage change in output results in a greater percentage change in 
entrepreneurial outlays for capital. One might paraphrase this by 
saying that expenditures for capital replacement, unlike the expense 
of capital depreciation, perhaps, do not vary jjroportionately with the 
output of consumer goods. Unfortunately, expenditures for capital 
enter the income streams of consumers, so that actual sales are different 
from those anticipated by entrepreneurs. 

Inventories are an additional element of instability, because an un- 
expected change in sales one year will lead producers next year to 
alter output by more than the unexpected change in sales. And we 
have already seen that a given percentage change in output results 
in more than an equal percentage change in capital outlays. That 
is wliy our models that combined capital acceleration with commodity 
inventories were more violent in their fluctuations than the simpler 
models we first examined. 

We can now see why it is so difficult to halt a downswing when 
once it has started. A rapid decline in sales and output means that all 
last year’s capital depreciation need not be made up by new capital 
production. Subnormal capital replacements further reduce the in- 
comes of consumers. Entrepreneurs produce at a low level because 
they are financing consumers with only a low level of money income. 
And (onsumers are receiving low incomes because entrepreneurs arc 
making low outputs. It is this vicious circle that invites government 
pump priming. 

On the other hand, a low marginal propensity to consume, so that 
the public docs not alter its purchases by the amount its income 
changes, is an important element of stability. Moreover, the govern- 
ment can render the marginal propensity to consume lower than it 
naturally is by taxing away a smaller or larger percentage of the na- 
tional income, depending upon whether it is running abnormally low 
or high. This will occur automatically, to some extent, if the tax 
structure has progressive rates. Here is an argument for government 
deficits during depressions, surpluses during prosperity, and a balanced 
budget over time. 

Economic fluctuations seem to be a natural but not inevitable char- 
acteristic of any economy that combines highly capitalistic methods of 
production with private control of the means of production. The en- 
trepreneur then adds to his real capital, and so contributes extra 
income for the public, at the very time that consumer purchases are 
running high enough to strain his plant capacity. Or he fails to 
maintain income from capital goods production when consumer pur- 
chases are low. And, if extremely roundabout methods of production 
are employed, a small change in output will occasion a large change 
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in income derived from capital replacement or additions. Hence, very 
capitalistic techniques of production, wliich permit a high level of 
real income, also contribute to income instability and an occasional 
prolonged depression. 


Mathematical Note 

The validity of some of the statements and calculations appearing 
above can best be demonstrated by employing a little symbolic logic. 

Capital Acceleration without Commodity Inventories 

Given values for. C, M, D, I., and AT, Y can be determined from 
y_i and y _2 as follows, where O is the value of the current output of 
consumer goods, P is current capital production, and A is the stock 
of capital left over from last year: 

Y^OL^P 

= O L 4- [O M - A] 

= O L + [O M - (0_iM - o,jy)] 

= O (A + M) - 0_i (M - D) 

But O is equal to last year’s consumer demand or N + C(Y^i — N), 
Similarly 0_i is iV + C (y_2 — N). Substituting, we have 

(N + cy_i - CN) (L + M) -(N+ cy _2 ~ CN) (M - D) 
which resolves into 

C[y_i (L + M) - y ,2 (M - D)] + N (L 4- D) - CN (L 4- D) 

But L 4- D must equal unity because the capital depreciation expense 
and the direct labor expense represent the total cost of producing con- 
sumption outputs. This leaves us with 

(1). . . . y = c [y.i (L 4- M) - y_2 (m - d)] + at ( i -- c) 

However, there is an important condition attached to this formula: 
P cannot be negative, for no economy would deliberately smash up its 
capital if 41 > O M. If > O M in practice, P must be considered 
zero, in which case 
(1 <). . . y = O L 

= (AT 4- cy_i -CAT) L 
= L [y..,.C)4 -iV(l ~C)] 

The proper choice between formula (1) and formula (H) is that 
which yields the higher positive value. 

Capital Acceleration with Commodity Inventories 
It is again true that 

y = O (L 4- M) - 0_i (M - D) 

However, the total output of consumption goods (O) is equal to their 
production for sale {q) plus their production to restore inventories 
to normal (i). Current production for sale {q) is equal to last year’s 
sales Current production for inventories (/) is equal to (5_i — q_^ 

because inventories can only be below normal at the start of the cur- 
rent to the extent that last year’s actual sales exceeded last year’s ex- 
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pccted sales. Otherwise Li would have been the amount needed to 
restore inventories to normal last year. However, is S _2 and so 
i = -S_ 2 - Hence O = <7 -f t = 25_i ~S _2 and similarly = q.i 

+ = 2S_2 — 5_3. Now S, under our assumptions, is N -f C(F — N), 

so 0 = C(2K_i - Y_ 2 ) + N(\ -C) and O.i =: C ( 2 F _2 - ^, 3 ) + N 
(1 - C). Substituting for O and 0_i, and then simplifying, we have 
(2)..,.y=C [Y..,(2L + 2M) - Y_2 (L - 2D + 3M) + y _3 (M - jD)] 

+ N(1 -C) 

Once again P must be considered zero if ^ > O Af. Then 
(2^^). .,Y=OD^ CL [2y_i - y_ 2 ] + iVL (1 - C) 

Formula (2^) should be used during a severe depression if it gives a 
higher positive value than formula 2 . 

Investment and Saving 

Actual investment is equal to the algebraic sum of changes in the 
capital stock plus changes in the commodity inventory. The change 
in the capital stock is P — OD; but P is equal to total income minus 
direct outlays for labor, and so forth or, in symbols, P = Y — O L. 
The change in inventory is O — S. Hence actual investment is 
equal to 

(y - O L - O D) + (O -S) 

= >' - 0 (L H- D) -f O - 5 
but /. -f D must equal unity, so actual investment is 

y-.v 

Actual saving, of course, is also Y — S, since actual investment and 
actual saving are two aspects of the difference between income and 
consumption. 

Intended investment is the algebraic sum of its change in capital 
stock plus the change in inventories necessary to restore the latter to 
normal. Intended investment in capital stock is again (y — O L — 
0‘D). Intended investment in inventories is i, which is equal to 
O — q or O — .S’ l because producers deliberately make q equal to S_i. 
Hence intended investment is 

(P _ O P - O D) + (O - 5 1 ) 

- Y-S, 

There is clearly a close relationship between actual investment 
(>’ — S) and intended investment (Y — S^i), the former being smaller 
than the latter by (S — 
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More on Savings and Investments 


A RECONCILIATION of certain of the ideas contained in the chapters on 
the “Circuit of Payments’* (in Part II) and on “Multipliers of In- 
come’’ (in Part III) may be of interest. In our discussion of the cir- 
cuit of payments, it was said that the equilibrium rate of payments is 
that which, when the money stock is constant, equates private saving 
])lus taxes with private investment plus government spending. In 
the discussion on multipliers of income, it was said that the equilib- 
rium level of income was the level that equated intended savings with 
intended investments. Can these statements be reconciled? 

In order to examine this question let us provisionally ignore the 
existence of banks, assume the stock of money to be constant, and 
suppose that the economy comprises governments on the one hand and 
firms with households on the other. We shall further assume that the 
latter, that is the non-bank public, lends funds to government and 
receives gift handouts from government. We might as well be as 
realistic as possible! 

What do the payments and receipts of the non-bank public look 
like? The non-bank public has factor earnings (Y), receives gifts 
from government (g), pays taxes (f), spends money on consumption 
(c), lends money to government (/), invests in real capital (i), and 
hoards the balance {h). The payments of the non-bank public can be 
summarized by the equation 

Y-\-g — t — c — I— = ^ 

What do the payments and receipts of the governments look like? 
The governments collectively receive taxes {t)y borrow from the 
public (/), make transfer payments to the public (g), spend money 
in providing current goods and services for the economy (c), spend 
money on real investments for the economy (i), and perhaps add to 
their money holdings (h). These government transactions can be 
summarized by the equation 

^-hZ — g — c — t — = 0 

At this point we can check on the frequently made assertion that, 
for the economy as a whole, savings from income (S) must equal real 
investment (/). If the economy is populated by governments, firms, 
and households, there being no banks, then the sum of the two pre- 
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ceding equations will give us a payments equation for the economy as 
a whole. This will be 

y — (c -f c) — (f + i) — {h /i) = 0 

T he gifts, lending, and taxes all cancel out. If the money stock is 
constant, (h + h) is zero. The aggregate real consumption of the 
economy (C) will be (c -f r), and hence Y — (c + c) is S, the savings of 
the economy. The aggregate investment of the economy (/) must be 
(i -I- 7). Hence .V — / is zero and Savings equal Investment. 

Jt was stated in Chapter 7 that private saving plus taxes must 
ecjual private investment plu* government spending. I'he term “pri- 
vate” here is synonymous with the term “non-bank public.” We are 
now in a better position to understand why this is so. Private saving, 
for one thing, is a summary term for Y + g — c — t. Government 
spending is g + c -f i. Hence the original equation, namely that pri- 
vate saving plus taxes equals private investment plus government 
spending, can be written as 

(y -f g — C — ^) -f ^ i -f (g + c + t) 

Elimination leaves us with 

y — c = i-fc4-« 

Subtracting c from both sides leaves 

y-(c + f)= (j+7) 

or 

y~c = / 

Hence, whenever savings for the economy equal investment for the 
economy, as they always must, private saving plus taxes must equal 
jjrivatc investment plus government spending. 

Parenthetically, if we wish to take changes in the money stock into 
account, this can be done with little extra complication. The source 
of new money, apart from minting operations, tends to be the issu- 
ance of dollar currency (d) and bank loans to firms and households 
(h) or to governments (b). Hence 

d + (6 4“ f?) = (h + h) 

If these availal)le sources of funds are taken into account, the grand 
equation that summarizes the transactions of governments and the 
non-bank public is 

y — (c + c) — (i i) = (/^ h) — d — (b b) 

And, as we have seen, the right-hand side of this equation sums to 
zero. Hence Y — C — I. 

In many statements of income theory, especially the earliest ones, 
it was usually postulated that intended aggregate saving and intended 
aggregate investment are each related to national income, which must 
be such that they are equal. However, aggregate saving and aggre- 
gate investment are very summary concepts. For many purposes, 
especially for fiscal policy analysis, it is useful to distinguish at least 
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between the actions of private firms and households and those of 
governments. 

It may be better, then, if we think of private saving and taxes as 
being each separately related to income, and of the possible individ- 
ual relations of private investment and government spending to in- 
come. The equilibrium income level will then presumably be the 
one that equates intended private saving plus taxes with intended pri- 
vate investment plus government spending. Alternatively, inasmuch 
as government spending minus taxes equals the government deficit, 
we might say that the national income will be that which equates 
intended private saving with intended private investment plus govern- 
ment deficits. 

It seems fairly reasonable to suppose that both intended private 
saving and public tax payments are individually related to national 
income in some fairly stable way. Households and firms seem to save 
more as national income rises. Taxes on personal and corporate 
income, and excise taxes also, are levied in such a way that aggregate 
tax yields increase with national income even though tax rates re- 
main unchanged. However, there arc grounds for wondering whether 
intended private investment is related in any definite way to national 
income. And, judging by the past at least, government spending, if 
it follows any principles, obeys laws of its own. Hence, while analyti- 
cally it may be possible to imagine, against national income, sched- 
ules of intended private saving plus taxes, some economists have 
doubted the reality of any schedule representing the sum of intended 
private investment and government spending against national income. 

Another disquieting possibility is that these two composite sched- 
ules may not be independent. For instance, a new old age pension 
plan may increase government spending and reduce intended private 
saving, at one and the same time; or, to give another example, a new 
tax may discourage private investment. The mathematical necessity 
for private saving plus taxes to equal private investment plus govern- 
ment spending cloes not necessarily mean that we can always predict 
the income effect of an alteration in any one of these four variables. 
Considerations of this kind do not mean that modern income theory 
is invalid. They do mean, however, that public policy must proceed 
with caution. “Forewarned is forearmed!'' 
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Indifference Curves 


Indifference curves were developed, and are extensively used, by 
economists of continental Europe. There are many kinds of indif- 
ference curves; we shall consider three kinds in this appendix. A 
consumers iso-utilily curve shows the dilTerent combinations of two 
goods that will always yield the same utility. A producer s iso-quant 
curve may show the different combinations of two factors that will 
always yield the same physical output. Or one might construct an 
iso-cost curve that shows the various proportions in which two joint 
supply products can be obtained from a constant expenditure by the 
pioducer. In all thc'se cases an indifference curve represents alterna- 
tive combinations of two variables that are related to a constant value 
of some third element. 

Indifference Curves and Consumer Demand 

Indifference curves are especially helpful in any analysis of con- 
sumer demand. For example, they make it possible to distinguish be- 
tween two different effects, the substitution effect and the income ef- 
fect, of a change in the price of a purchased good. Also, indifference 
curves circumvent our inability to measure utility and relieve us of 
de|)endence on the necessarily hypothetical character of marginal 
utility analysis. 

The Iso-utility Map 

A diagram of a consumer s indifference curves is not unlike a con- 
tour map of a hill. However, the vertical axis of the diagram repre- 
sents, not north and south, but the physical quantity of some kind of 
good: and the horizontal axis represents, not east and west, but the 
physic al quantity of some other kind of good. In Fig. Ill, for example, 
pounds of butter are shown going up the vertical scale and number 
of cigarettes is shown going to the right on the horizontal scale. 

The indifference curves tend to slope diagonally between the upper 
left and lower right. In most cases they are convex when viewed from 
the origin of the axes. These indifference curves will never intersect, 
but they usually will not be exactly parallel to one another. 

.\n indifference curve is more precisely an iso-utility curve. Every 
point on a given indifference curve gives the same satisfaction to the 
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consumer, even though each point represents a diiTerent comt)inalion 
o£ two consumer goods. For example, the indifference curve /i, shown 
in Fig. Ill, is constructed to represent the indifference schedule set 
forth in the first two columns of Table VIII. It is therefore a matt'^r 
of indifference to this consumer whether he has .1 lb. of butter and 
141 cigarettes, .2 lb. of butler and 128 cigarettes, or 2.0 lbs. of butter 
and 30 cigarettes, and so on. 



Fig, III. 


However, the utility experienced anywhere on one indifference 
curve must be more or less than the satisfactions enjoyed anywhere on 
another indifference curve. The pleasures obtained on two separate 
indifference curves cannot be the same in intensity. In almost every 
case we can suppose that, in choosing between two indifference curves, 
a consumer will always prefer that curve which lies to the right and 
above the other curve. In Fig. Ill, the consumer will prefer the 
curve lo (based on the last two columns of Table 1) to the curve /i 
(based on the first two columns), for the simple reason that the com- 
binations on 1 2 always involve more units of one or both goods; for 
example, on 7i I.O lb. of butter is combined with 60 cigarettes, but on 
I 2 1.0 lb. of butter is associated with 80 cigarettes, or more cigarettes 
with the same amount of butter. We can therefore refer to indif- 
ference curves that lie upwards and to the right as being “higher" be- 
cause they represent more utility and are preferable. 
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A consumer’s indifference diagram can be likened to a contour map 
of a hill of pleasure. Every point on a given indifference curve in- 
volves the same amount of pleasure just as every point on a given con- 
tour line represents the same elevation above sea level. Consequently, 
as one progresses from lower left to upper right, one is ascending in 
terms of altitude or pleasure, as the case may be. The only discrepancy 
in the analogy is that while the contour lines of a hill are spaced 
equally apart, occurring perhaps at every hundred-odd feet, we do not 
know how far the indifference curves are apart in terms of utility, for 
utility is non-measural)le. We cannot measure how many “utils” 
liighc! one indilference curve lies above another; we can only rank 
one above another and say it is preferred. 

TABLE Vni 


/i 


h 


Cigarettes 

Butter 

Cigarettes 

Ml 

.1 lbs. 

151 

128 

.2 

148 

116 

.3 

136 

105 

.4 

125 

95 

.5 

115 

86 

.6 

106 

78 

.7 

98 

71 

.8 

91 

65 

.9 

85 

60 

1.0 

80 

55 

1.1 

75 

50 

1.2 

71 

•17 

1.3 

67 

•M 

1.1 

64 

11 

1.5 

61 

.^8 

1.6 

58 

36 

1.7 

56 

31 

1.8 

51 

32 

1.9 

52 

30 

2.0 

50 

29 

2.1 

49 

28 

2.2 

48 


Consumer Efficiency 

A rational consumer, according to our lights, is one who efficiently 
converts financial outlay into sumptuary satisfactions. Theoretically, 
the aim of the consumer is, by purchasing goods in appropriate com- 
binations, to obtain the most utility from a given outlay or to purchase 
a given utility at least outlay. Actually the principles that must be 
followed in order to maximize utility or minimize outlay are the same, 
and the two objectives are really alternative facets of consumer ef- 
ficiency. 

Maximizing pleasure from a fixed outlay. Let us suppose that a 
consumer has $2.1^0 to spend per time period, and that butter costs 
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$1.00 a pound and cigarettes cost 2^ each. He could then purchase 
2.2 lbs. of butter if he did not buy any cigarettes {OB in Fig. HI), or 
110 cigarettes if he did not want any butter (OC), or he could buy 
some other combination such as 1.2 lbs. of butter and 50 cigarettes. 
Assuming the outlay and prices that we liave supposed, the line BC 
indicates the alternative combinations of butter and cigarettes that 
our consumer can afford to buy, for every point on this line will re- 
quire an expenditure of $2.20. 

Tl'he line BC will hereafter be called an ‘‘outlay line,’' for it shows 
all the various combinations of the two goods that would cost $2.20 
to purchase. The slope of this line is determined by the prices that 
prevail on the market and so is a datum for the consumer over which 
he has no control. If the outlay line were steeper, it would mean that 
the price of butter had fallen relative to that of cigarettes and that 
the price of cigarettes had risen relative to that of butter. The posi- 
tion of this line, as contrasted with its slope, is determined by the sum 
of money the consumer intends to spend, a shift to the right and up 
indicating a larger outlay and a shift to the left and down indicating 
a smaller outlay. 

In the present case, we are assuming that BC is the relevant constant 
line, and so the question is “How should this consumer spend his $2.20 
between butter and cigarettes?” 

The simplest solution to this problem is found graphically. Fig- 
ure III shows the $2.20 outlay line (BC) and a series of indifference 
curves. Such an outlay line intersects a number of indifference curves 
(for example, /q), just touches one curve (/i), and docs not reach the 
other indifference curves at all (for example, I 2 ). In other words, Ii 
is the “highest” indifference curve the consumer can attain with an 
outlay of $2.20, and he can just reach this curve at the point R if he 
buys 1.0 lb. of butter and 60 cigarettes. 

The rule for a consumer who intends to spend a given sum of money 
is to purchase different goods in the combination that is indicated by 
the point of tangcncy between his outlay line and the highest indif- 
ference curve he can afford. 

Marginal Rate of Substitution, The same answer can be obtained 
by arithmetic computation rather than by graphic inspection. The 
procedure then requires determination of the consumer's marginal rate 
of substitution between butter and cigarettes. Subsequently, it is 
necessary to find, by trial and error, the combination of butter and 
cigarettes that occasions a marginal rate of substitution equal to the 
exchange ratio of these two goods that prevails in the market. 

A consumer’s marginal rate of substitution is the ratio at which a 
consumer can exchange a very small amount of one commodity for 
a very small amount of the other without affecting his over-all utility. 
Let us suppose that a consumer is neither better nor worse off if he 
exchanges 5.0 cigarettes for .1 lb. of butter. The marginal rate of 
substitution of cigarettes to butter is then 5.0 divided by .1, or 50.0. 

Marginal rates of substitution between cigarettes and butter can be 
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calculated from the first two columns of Table VIII. It will be noticed 
that the marginal rate of substitution varies with the absolute amount 
cjf butter and cigarettes enjoyed by the consumer. When he has ap- 
proximately 1.9 lbs. of butter and 32 cigarettes, the marginal rate of 
substitution of cigarettes to butter is 2.0 cigarettes divided by .1 lb. of 
butter, or 20. And when the consumer has approximately .2 lb. 
of butter and 128 cigarettes, the marginal rale of substitution of 
cigarettes to butter is about 12.5 cigarettes to .1 lb. of butter, or 125. 

It is clear, from the three marginal rates of substitution computed 
from this single indifference schedule, that substitution rates vary 
considerably according to the absolute proportions in which butter and 
cigarettes are held. The marginal rate of substitution of cigarettes 
to butter is high when the absolute ratio of butter to cigarettes held 
by ihe consumer is low. The existence of this relationship is illus- 
trated by the convex shape of indifference curves. 

Marginal rates of substitution can be determined graphically from 
ihe slope of a tangent drawn to an indifference curve. For example, 
BC is tangent to Ii at R, and values of the two intercepts of this 
tangent are 1 10 cigarettes (horizontal axis) and 2.2 lbs. of butter 
(veriital axis). Fhe marginal rate of substitution of cigarettes for 
butter is therefore 110 over 2.2, or 50, which figure can readily be ob- 
tained l)y (oinputation from the schedule. The diagram reveals that 
tangents will be steeper, which means that the marginal rate of sub- 
stitution of cigarettes for butter will then be lower, for combinations 
involving more butter and fewer cigarettes. 

It has already been statcxl that the most satisfactory combination of 
( igareites and butter for a consumer is the one that ccjiiates the mar- 
ginal rate of substitution with the market exchange rate, d'he market 
exchange rate between two goods is the ratic^ of the number of units 
of eac h good that can be purchased with a given sum of money. Un- 
der out assumptions a dollar will buy 50 cigarettes (at 2^ each) and 
1.0 lb. of butter (at .'jJI.OO a lb.) and so the market exchange rate is 
50 to 1, or 50.0. Fhe market exchange rate between cigarettes and 
butter is necessarily the reciprocal of the ratio of the price of cigarettes 
to the price of butter, d'he consumer should find a combination 
of c igai ettes and butter that gives the same marginal rate of substitu- 
tion as the market exchange rate. Such a combination will be an 
oj)iiniuin one for the consumer because the relative use value of the 
goods to him will be ecjual to their relative values in the market. 

Mitiitnizifiir outlays for a given total satisfaction. A consumer might 
be interested in purc hasing a given amount of satisfaction at the low- 
est possible cost. AVe shall suppose that he wishes to obtain an over-all 
satisfaction ecjuivalent to that obtainable from any one of the com- 
binations set lot th in the first two columns of Table VIII and depicted 
by the curve /| in Fig. III. Which combination will cost least? 

I he combination that costs least will depend upon the price rela- 
tions in the market. We .shall cemtinue to suppose that butter costs 
.1^1.00 a pound and that cigarettes cost 2(^ each. A combination of .1 
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lb. of butler and 141 cigarettes will then cost 10^ plus 282^ or $2.92 
to buy, a combination of .2 lb. and 128 cigarettes will cost $2.76, the 
final combination of 2.2 lbs. and 28 cigarettes will cost $2.76, and 
so on. Trial and error will reveal that, at the assumed prices, I 0 
lb. of butter and 60 cigaiettes will cost only $2.20, which is a smaller 
outlay than that required to purchase any other combination yielding 
equivalent utility. At this combination the marginal rate of sub- 
stitution is, of course, equal to the market exchange rate. 

The same result can be obtained graphically from Fig. III. /j is 
based on the first two columns of Table VIII again. The diagonal 
straight lines BC, B'C, B"C", and so forth are alternative iso-outlay 
lines. All these lines are parallel, since their slopes are commonly 
determined by the price of butter and cigarettes in the market. 
Lower lines to the left involve a smaller total outlay than higher lines 
to the right. The cheapest combination of cigarettes and butter on 
/i will be shown by the point on this indifference curve that touches 
but does not intersect some exchange line. Actually, the ‘‘lowest” or 
cheapest exchange line reached by is the line BC, and the point of 
tangency is R, which combination again involves 60 cigarettes and 
1.0 lb. of butter. 

The slope of the exchange line and the slope of the indifference 
curve lx at R are, of course, the same. In other words, the market 
exchange rate and the marginal rate of substitution arc similar. It 
is this equality that always characterizes the optimum adjustment by 
the consumer in his purchasing of two or more commodities. 

Consumer’s Adjustment to Price Changes 

A consumer always adjusts to a change in commodity prices by 
altering the proportions in which he purchases goods. He will buy 
relatively more of a product if it becomes relatively cheaper; this 
reaction is sometimes termed the substitution effect. However, there 
is also another effect, the income effect, which depends upon whether 
the consumer tries to hold his satisfaction or his outlay constant. 

Constant Satisfaction Case. Let us suppose that a consumer at- 
tempts to keep his over-all utility constant. In other words, he absorbs 
the income effect of altered prices by changing his outlays. What will 
happen then if the price of cigarettes falls from 2^ to l^ each while 
the price of butter remains at $1.00 a pound? 

In Fig. IV the former equilibrium is shown by the tangency of the 
market exchange line BC with the indifference curve Ix at R. (This 
situation is already familiar to us from Fig. III.) However, the final 
adjustment under our new price assumption will be at S, where DE 
is tangent to /j, for the reasons now given. 

If cigarettes were halved in price, and so cost 1^ each, the minimum 
cost combination will be different from what it was with the former 
price relationship. Since one hundred cigarettes now exchange for 
one pound of butter on the market, the minimum cost combination 
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will be one that involves a marginal rate of substitution of cigarettes 
to butter of one hundred. Such a substitution rate prevails in the 
proximity of A lb. of butter and 105 cigarettes (the difference between 
116 and 95 cigarettes is 21. the difference between .3 and .5 lb. of 



CIGARETTES 

Fig. IV. 

butter is .2, and 21 divided by .2 is 105). The cost of this combination 
is about $1.15 and is less than the outlay that would be required to 
purchase any other combination of ecpial satisfaction. 

A halving in the price of cigarettes means that twice as many can 
now be bought for the same outlay. Accordingly, a person with 
$2.20 can now buy 220 cigarettes instead of 110 cigarettes. Hence the 
oiulay line relevant to a $2.20 expenditure is now BF, instead of 
BC, siiue the distance OF is drawn twice as long as OC. The outlay 
line BF will now touch an indifference curve higher than Ii, and so it 
is clear that the consumer does not need as much as $2.20 to reach /j, 
which supposedly represents an adecpiate level of utility for him. 
What smaller sum need he now spend? 

riiere must be some outlay line, parallel to BF but lying below it, 
that will just touch DE is such an outlay line and has a slope 
that reflects the new price relationship. Hence the consumer will buy 
cigarettes and butter in the quantities indicated by the tangency point 
of DE with 1 1 at S. Interpolation on the axis reveals that these quan- 
tities will be approximately 80 cigarettes and .65 lb. of butter. The 
coat of these will be 80(^ and 65^ respectively, or a total of $1.45, so 
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that the saving in terms of money is although the level of utility 
enjoyed is the same as before. 

The saving in outlays can also be obtained from Fig. IV. The new 
minimum outlay line DE makes an intercept on the vertical axis c(juai 
to OD, We know that OB lbs. of butter cost $2.1^0. Therefore, the 
cost of OD lbs. of butter will be OD/OB of $2.20, or $1.45, since the 
price of butter has not changed. Therefore, the cost of purchasing 
the S combination at the new prices must also be $1.45, for S and D 
are on the same outlay line. In other words, the distance BD repre- 
sents the 75^ saving that results from a lower cigarette price. 

Constant Outlay Case, On the other hand, a consumer might decide 
to maintain a customary outlay, even when some prices fall, and so 
benefit from an increase in utility instead of from a reduction in outlay. 



CIGARETTES 


Fig. V. 


Let us again suppose tliat the price of cigarettes is halved, from 2^ 
each to 1^ each, and use Fig. V to analyze the outcome. The new 
$2.20 outlay line is again Bf, for reasons explained above, and the 
highest indifference curve that it can touch is I 2 , the tangency point 
being at T. Perpendiculars to the vertical and horizontal axes would 
indicate the number of units of butter and cigarettes respectively that 
will be purchased. 

The consumer is obviously better off in real terms at T on lo than 
at R on Ii, It is possible to express this real income addition in money 
terms by discovering how much more money would be needed to 
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climb Irom /i to at the lormcr price relationship. Diagramatically 
the answer can be found by constructing a line that is both parallel 
to the former exchange line {BC) and tangent to the subsequent in- 
(liffcnmce curve {L^)- a line is HI, with a point of tangency at 

LI and an intercept at H on the vertical or butter axis. 'Jlie price 

i) { butter is still $1.00. Hence OH represents the sum of money which, 
il spent c*fliciently at the former prices, would be needed to attain the 
real income level represented by /o. Consecjuently BH represents the 
monetary value of the additional real income made possible by a 
price reduction in cigarettes. 

Buyer’s Surplus 

I he c oncept of buyer’s surplus has already been encountered in con- 
ned ion with demancl schedules. 'Ihe same notion can be graphically 
re|)rc sc'iiled with indifference curves. In Fig. VI, the vertical axis 
re|jresenls money, the hori/ontal axis stands for Good and /i, /o, 
and so forth are attained indilference curves at sucxessively lower 

j) rices. Fhe tangency points between successive indifference curves 
and outlay lines are 7\, 7"o, and so on. 1 he buyer has OY^ dollars to 
spc'iid. 

When the j^ric e of X is j:)rohibitively high, so that the buyer does not 
purchase a single unit of the good, X^ is locrated at the origin O, 
is located at F, and the relevant indifference curve (/i) joins the verti- 
cal axis at Wlien the price falls, so that the outlay line becomes 
an extension of Fi7"o, G is attained at To. What is the buyer’s surplus 
in this case? 

It depends a little on the adopted definition of buyer’s surplus. We 
have jneviously described it as the excess of the maximum outlay the 
buyer would be willing to make for the quantity purchased over the 
sum he ac tually does pay. Such a definition was satisfactory in the 
case of traditional demand schedules, which implicitly assume an un- 
changing marginal utility of money. When we use indifl’erencc curves 
we can be moie realistic, Iicnvever, and take into account the fact that 
a man with more effective dollars is more willing to exchange a few 
for a given product. Ihe significance of all this for the theory of 
consumer surplus is that the adjustment that wc.*uld have to be made in 
a biner’s income, in order to offset exactly his buyer’s surplus, will 
dejiend upon whether the original reference situation is taken to be 
one in which he buys no units and has no surplus or the one that he 
ac tually adopts in adjusting to the market price. 

Figure VI may help to clarify these points. Let us suppose the price is 
such that the buyer, with OYi income to spend, can just attain I 2 at To. 
Fhe vertical distance between To and A represents the money spent on 
Good X. Now, if the price had been prohibitively high, so that the 
l)uyer purchased zero units of X^ he would have spent no money on X 
and been at T^ on /j. Therefore, if the buyer had had to spend AB 
dollars to purchase OXj units of X, he would still be on /j, no better 
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or worse off than before. But in actuality he has to spend only 
dollars on OX.^ units of X. Hence he has a surplus of BT2y in the 
sense that he spends this much less than he woidd have been willing to 
if he had started at Ti with no purchases of X at all. 



Fig. VI. 

However, it is entirely hypothetical to suppose that he starts at 
on /j. In reality, the market price and his income being what they 
are, the buyer is really located on at T2. We might therefore at- 
tempt to measure the “surplus’' he thus enjoys by ascertaining the 
additional income he would need to maintain the same real income 
if the price of X became so prohibitively high that he did not purchase 
any. The amount of such necessary compensation is shown by the 
distance between and the tangency of 1 2 with the veitical axis at Y2. 

The contrast is now clear. If we suppose that the buyer is originally 
located at Ti and then moves to T 2, BT 2 could be subtracted from his 
income and he would be as well off in real terms as before. On the 
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other hand, if we suppose him originally at To, he would need to be 
compensated by in order not to suffer in well-being when the 

price of X becomes prohibitive. If the buyer’s marginal utility of 
money were constant, all the indifference curves would be vertically 
parallel, and BT^ would be ecjual to ^1^2- It is more reasonable to 
sujjpose, however, that Y{Y2 will be greater than BT oy because an 
original location at To, rather than at Ti, is indicati'/e of a higher real 
income and consc(|uently a more casual attitude to money. 

If the price of X falls even lower, so that a man with OYi income to 
spend can locate on /., at 'Tj, the buyer’s surplus is either DT3 or 
yiK.j, depending upon the point of view. 

In our imagination we can suppose an infinite number of indiffer- 
ence (urves, /i, /o, . . ., /„, anci, as the price of X is progressively 
loweied, these will Ix' attained at T^, To, . . ., Tn, and so on. If all 
these langency points are connected, we shall have a curve, starting on 
(he vertical axis at a point corresponding with the buyer’s income 
available for spending and then passing through Ti, To, . . ., T„, and 
so on. Such a c urve is sometimes called an offer curve, a substitution 
( uii>c, or even a dnnand curxfe, for it shows how much of the vertically 
repiesentc’d commodity will be given up for the X good when different 
})ricc*s are charged for the latter. 

Money is represented along the vertical axis in the present case, and 
so, if we read down from 1^/1 C, instead of up from the horizontal axis, 
the? curve T,To 7 ';{ and so on indicates hew much money will be given 
u|) for OXi, OXo, 0X3, and so on units of X. Accordingly, so long 
as monc'y is being vertically represented, the offer curve is more 
s|)c*c ifically an expenditure curve, always reading down from the 
buyer’s s|)enclal)le income. It is noteworthy that this expenditure 
curve rcac hes a low point (a little to the left of in Figure VI), at 
which the buyer’s outlays are at a maximum, but after this point his 
expc iulitures begin to decrease as the curve starts to rise* The low 
point, that of maximum expenditure, is analagous to the point 
at which, on an ordinaiy j)ric:e-vcrsus-cpiantity schedule, the demand 
ceases being elastic and becomes inelastic. The vertical distance bc- 
tween the substitution curve and indifference curve on which the 
buyer is located when the price of X is too high to buy any (/j) is the 
Marshallian measure of buyer’s surplus. This vertical distance in- 
creases as the price falls and more units of X are purchased. 

Measuring the Welfare Effect of a Price Change 

A change in the price of a good habitually purchased by a consumer 
will normally affec t his material well-being. He may spend more or 
less and (he utility he derives from his purchases may be more or less. 
Statisticians have long attempted to measure and express numerically 
the changes in consumer well-being that follow a price change. 

I'here are several different ways in which the change in well-being 
might be measured, and each method will give a slightly different 
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answer. Two alternative approaches have already been employed and 
an additional two possibilities will now be indicated. Indifference 
curves of the iso-utility kind readily illustrate at least four alternative 
ways to measure welfare effects of price changes. 

We shall suppose the problem is to express in dollars the change in 
a consumer’s cost of living when there is a cut in the price of one 
product he customarily buys. 



Fig. VII. 

Fig. VII maps the iso-utility curves of this consumer. The hori- 
zontal axis represents Good X; the vertical axis again represents money, 
rather than some other product. OB stands for the total outlay that 
the consumer will spend on all goods. We shall suppose that Good X 
experiences an alteration in price. Initially, its price was such that the 
consumer’s total outlay would just buy OC units; but later, when its 
price is lowered, this same outlay will V)uy OF units. Accordingly, 
the quantity of X that is bought at the high price (OR^) is shown by 
a perpendicular from R to the horizontal axis while, OTx will be 
bought at the lower price. The sum of money spent on X will be the 
vertical distance BRy when the price is high and BT^ when the price 
is low. The consumer attains the iso-utility curve Ii (at R) during the 
high price and I2 (at T) during the low price on X. In both cases the 
consumer's total outlay on all goods is OB. 

A dollar expression of the consumer’s gain when X falls in price cap 
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])C obtained by comparing his actual total outlay {OB) with the aggre- 
gate sum he would have to spend in certain hypothetical situations. 
More spec ifically, how much would he have to spend in order to: 

(1) buy the prior collection of goods at the subsequent prices; 

(2) attain the prior real income level at the subsequent prices; 

(‘1) buy the sul)se(]ucnt collection of goods at the prior prices; and 

(4) attain the sid^scqucnt real income level at the prior prices? 

(“I’rior" and ‘‘subsequent*’ here refer to the periods when X was priced 
high and low respectively.) The dilTerences between each of these four 
necessary sums of money and OB, the consumer’s actual total outlay, 
are four possible and alternative answers to our question. 

(J) 1 he prior collection of goods at the subseejuent prices would 
now recjuiie an outlay of OL J’he non-X goods, the prices of which 
have not c hanged, would cost ORy both before and afterwards. "I'he 
outlay for ORy units of X at its lower price will be Ryl if IR is drawn 
through R so that it is parallel to BF. It used to cost the consumer 
OB lo buy ihe pi ior collection of goods, t herefore the difference, or 
“saving,” is B! dollars. 

(2) I he |)rior real income at subscc|ucnt pric:es will cost at least 
Ol) dollars. The ccjnsumer is equally well off in real terms anywhere 
on /j, which is the iso-utility curve he had attained at the prior prices. 
We have already shown that the minimum cost of attaining a given real 
income at a new jn ic e relationship is determined by the F-axis intercept 
of a tangent drawn at the new slope to the old curve. Accordingly DS 
is suj)posed to be construc ted tangent lo and parallel to BF, If the 
actual outlay was OB, and the necessary outlay in the hypothetical 
situation coiisiclcred is now OD, the consumer’s gain might be put at 
DB dollars. 

(.4) I he sid)sec]uent collection of goods at prior prices would cost OG 
dollars. The cost of OT y units of X is TyG, because TO is drawn 
through F j)arallel to 7iC. riie cost of the non-X products is actually 
OT y, and, inasmuch as their prices have not changed, this would also 
be their total cost in the prior situation. Hence, if there were a return 
to prior prices, it would cost the consumer BG more dollars to live as 
he does in the sid)sc*c[uent price period, 

( I) The subsequent real income level would cost OH dollars at prior 
prices. VV’e know this because a line drawn tangent at U to /o and 
parallel to BC will make a vertical axis intercept at H, Actually, at 
subsec|uent })rices, it costs the consumer only OB dollars to attain the 
/o iso-utility curve. I'hcrefore, yet another estimate of the gain to 
our c onsumcr of a price cut in X would be BH dollars. 

A priori, and without having a definite purpose clearly in mind, one 
cannot state that any one of these four answers is “right” or “wrong.” 
rhe change in income and outlay a man would need in order to be 
neither worse nor better off than before in utility terms is either BD or 
BH. On the other hand, if he is to continue to buy the same collec- 
tion of goods, there must be an addition or subtraction of Bl or BG 
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to his income and outlay. The appropriate measure also depends 
upon whether the prior or the subsequent state of affairs is held 
equitable. If the earlier period is considered “normal,” then the 
change in income and outlay will have to be BI or BD, whereas it will 
be BH or BG if the later period is taken as a standard. Which method 
to use depends on whether the aim is maintaining a constant real 
income level or a constant set of purchases and whether the situation 
ex-ante or ex-post the price change should be viewed as normative. 

Regularly maintained price level series, such as the Bureau of Labor 
Statistics' cost-of-living index, are based on the changing total cost of 
purchasing some historic collection of goods. The “market basket,” 
which is repriced each period, is supposedly representative of the kind 
of goods purchased by some income group in a stated past period. 
Price index series of this type become out of date when families alter 
their consumption patterns and the relative prices of goods change. 
On the other hand, it would be just as arbitrary to compare the cost 
at two different periods of buying the collection of goods that pco]de 
typically purchase after prices have changed. Indices that periodically 
reprice a “market basket” representative of prior consumption patterns 
are sometimes described as Lasj^eyres-type indices and those that use 
subsequent consumption patterns arc often named after Paasche. In 
terms of Fig. VII, the numerical value of a Laspeyres-type index would 
be Ol/OB, whereas a computation of a Paaschc-type formula would 
yield OB/OG as an answer. The magnitudes of these two results will 
be only approximately the same. 

Certain economic groups in any nation make political demands to 
the effect that their incomes should be adjusted from time to time in 
accordance with price level changes. For example, some labor unions 
have claimed that wages should be modified so that take-home pay 
changes by the same percentage as the cost of living rises. Irrespective 
of the merits of such a demand, it is worth noting that such a policy, 
if put into effect, would increase real income of workers. Suppose a 
worker is located on I2 at T during some period when prices are low. 
The price of Good X increases — so that an outlay that would have 
bought OF units of X will now only buy OC units. The total cost to 
the worker of purchasing the same collection of goods as he used to 
buy will now be OG instead of OB. Accordingly, he or his union 
might demand an increase of RG dollars in take-home pay, or a multi- 
plication of his pay check by OG/OB. However, with increased 
money income, he can attain a higher indifference curve if he will act 
like an efficient consumer and adjust his purchases so that marginal 
rates of substitution accord with market exchange rates. Actually, 
an increase of BH dollars in income will enable the worker to stay 
on I2, which he can just attain at U. In other words, the worker can 
maintain the same real income, if he will follow the usual principles 
of maximizing utility from a given total outlay, with a smaller increase 
in dollar income than would be needed to purchase the old collection 
of goods at the new prices. And in the opposite case, when prices 
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arc falling instead of rising, a workers takediome pay could be cut 
by more than the cost reduction of purchasing the original set of 
goods without reducing his real utility income. Under a policy of 
adjusting take-home pay, whether up or down, in accordance with a 
Laspeyres-type cost-of-living index, such as is used by the Bureau of 
Labor Statistics, the income recipient is usually enabled either to 
raise his real iruome or to act irrationally and waste the nation’s re- 
sources. 

Only one theoretical qualification of this statement is necessary. 
If the j)ri(es of all purchased goods change by the same per cent, there 
will be no substitution elfect: the prior and subsequent consumption 
patterns will be identical, and the change in money needed to continue 
purdiasing the old collection of goods will be exactly the same as 
that rc‘(juirc(l to maintain the prior real income. However, as an 
empirical fact, a change in the general price level is always character- 
izc‘d by disparate price movements of individual goods. 

Consumer’s Adjustment to Income Changes 

A typical consumer will vary the proportions in which he buys 
clillerent goods, even though their price relations remain unaltered, 
when he experiences a change in income. 

I.et us suppose that a consumer’s a])prcciation of different goods 
dexs not change, but that, in fairly rapid succession, his monetary 
income is cloublccl and then trebled from its initial level, and that he 
s|)encls all his income in the same period as he receives it. Prices are 
unchanged. His highest pc:)ssible exchange line in each successive 
|)eriod will be represented in Fig. VIII as BC, B'C', and B"C" respec- 
tively. At eac h income and outlay level there will be one indifference 
curve langciit to but not intersecting the outlay line. These in- 
ch Ifciencc* curves are /i, T, /a, and so on and the points of tangency 
T, T', T", and so on. 

It will be noticed that, in Fig. VIII, while this consumer buys more 
butte r and cigarettes as his income rises, he increases his purchases of 
butter more considerably than his purchases of cigarettes. A doubling 
ol income results in the use of more than twice as many pounds of 
butter but less than twice as many cigarettes. The income elasticity 
ol butter is in excess of unity and that of cigarettes is less than unity. 

A curve, originating at the axes intersection and drawn through 
succc'ssive tangency ])oints, may be called a j)attern-of-living curve. 
In Fig. VII L OL is such a curve, for it passes through T, T', and T", 
and it shows the different proportions in which two goods will be 
used as income changes. If this curve were a straight line, starting 
at U, the proportions would be constant and the income elasticity of 
both goods would be unity. However this is unusual. Normally, 
there will be some cur\aturc, indicating that the pattern of consump- 
tion is becoming more heavily weighted with one good and less 
heavily weighted with the other. 
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Occasionally, in the ease of “inferior goods" used by poorer people 
as substitutes for more expensive goods, such as margarine for butter, 
the pattern-of-living curve will bend back upon itself, rellccting an 
absolute decrease in consumption as income rises. Othei examjdcs 



Fig. VIII. 


of “inferior" (or “poor man’s") goods are bus fares, beer, and lino- 
leum, which tend to be replaced by private automobiles, liqueurs and 
wines, and carpets, respectively. In Fig. VII 1, the rather improbable 
assumption has been made that cigarettes, replaced perhaps by cigars, 
eventually become an inferior good and have a negative income 
elasticity of demand. 

Iso-Qiiant Curves and Producer Demand 

A producer buys factors of production in order to obtain outputs, 
whereas a consumer buys goods in order to obtain utility. Hence an 
analysis of producer demand involves iso-quant curves, instead of iso- 
utility schedules of the type employed in the preceding section. Any 
point on an iso-quant curve involves the same physical output of 
product as any other point on the indifference curve, just as all points 
on a given iso-utility curve involve the same satisfaction. However, 
in the case of iso-quant schedules, the horizontal and vertical axes 
represent inputs of two particular factors of production (see Fig. IX). 
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Determining the Marginal Productivity of a Factor from Iso-Quants 

Siiicf j)liysi('al out put, unlike utility, can usually be measured, 
|)rc( isc nuinei ical values can be given to successive iso quants. For 
example, in Fig. IX, where the vertical and horizontal axes represent 
land and labor respectively, another iso-quant is drawn for each 
additional 50 bushels output. These indifference curves are therefore 
exactly like evenly spaced contour lines on an ordinary topographical 
map. 

d he marginal productivity of a particular factor, when used in com- 
bination with a fixed quantity of some other factor, can be derived 
from an iso-quant map. 

For example, let us determine the marginal productivity of labor, 
measured in btishels, when labor is combined with 80 acres of land. 
First, it is necessary to discover the relationship between labor input 
and total bushel output when 80 acres are cultivated. A horizontal 
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straight line, drawn across diagram 1 in Fig. IX, will intersect the 50- 
bushel iso-(|uant at A , the 100-bushel iso-quanl at B, and so on; then, 
by referring to the horizontal axis, we find that a 50-bushel output 
requires 100 man-hours, 100 bushels requires 210 man-hours, and so 
on. In other words, from the A, B, . . . points where the “80 acre 
line’' crosses the iso-(piants, we can learn the relationship between 
bushels of output and man-hours of labor input when 80 acres are 
cultivated. 

Diagram 2 of Fig. IX graplis this relationship; from it can be derived 
the marginal productivity of labor. For example, the increment in 
output obtained by employing an extra 320th man-hour is given by 
the slope of the curve at C'. The slope at C' is somewhat flatter than 
the slope at B' and so the marginal product of a 320th man-hour is 
less than that of a 210th man-hour. The average marginal produc- 
tivity of labor, between 210 and 320 man-hours, is (150 — 100 bushels) 
divided by (320 — 210) man-hours, or .55 bushels per man hour. 

Of course, the marginal productivity of labor, man-hour by man- 
hour, would be different if the number of cultivated acres were other 
than 80. If, for example, a “ 1 00 acre line” were drawn across diagram 1 , 
it would reach the 50-bushel iso-quant before 100 man-hours were 
employed, the 100-bushel iso-quant before 210 man-hours were em- 
ployed, and so on. In other words, with more land cultivated, a given 
output can usually be realized with less labor. Graphically, if drawn 
into diagram 2, this would appear as a total-bushel-to-total-man-hour 
curve lying above the one drawn for 80 acres. 

However, if more and more land were used, a stage might be reached 
where the land-to-labor ratio became so topheavy that, when more 
land was added, more labor had also to be added in order to maintain 
a given bushel outjnU. Thus, the 50-bushel iso-quant turns back on it- 
self at Z, which means that extra land will thereafter have a negative 
productivity. Hicse results are in accord with an earlier discussion 
of the principle of variable proportions, in which three stages were 
distinguished and it was shown that if too much land were combined 
with a little labor land had a negative marginal productivity. (See 
Chapter 29.) 

Another way of determining the relationship between bushels of 
output and acres of input would be to take a vertical line, such as XX\ 
across the iso-c|uants, and then note the number of acres associated with 
each successive output datum. The marginal productivity of land 
can then be computed from the total-bushel-to-total-acres relation in 
the way indicated above for labor. Obviously, the marginal pro- 
ductivity of land so determined will depend upon the constant quan- 
tity of labor combined with it. 

The Most Profitable Combination of Factors 

The most profitable combination of two factors can be determined 
with the help of iso-quants if the relative prices of the factors and the 
intended total outlay of the producer are known or assumed. 
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Let us supjKJsc that the proclurer cxjK’Cts to spend |1,000 a month 
for the use of land and labor and tliat an acre leases for $50 a month 
wliile a man’s monthly wage is $200. The $1,000 outlay could then 
hire 20 acres, or 5 man-months, or some combination of the two as 
shown by the outlay line /IC in Fig. X. The highest iso-quant curve 
I hat the outlay line can attain is 7^, which it touches at T, and which 
involves a cojnbination of 12 acres and 2 man-months. 



Fig. X. 


File slope ol' at 'T indicates the marginal rale of substitution of 
labor to land when the output is uiuhanged. The slope of 7.3 at T is 
the same as the sloj)e of BC, and so must be 20 acres to 5 man-months 
or al)out 1 acres to a man. Hence, when the producer is using 12 
ac res and 2 inan-nionths, the marginal productivity of each factor is 
such that he would be just about willing to exchange one man for 4 
acres or vice versa. Now it is worth recalling that the wage of one 
man lot a month is 4 times the lease cost of one acre for a month. 
Hence the marginal rate of substitution is eciiial to the reciprocal of 
the prices ol the lactc^rs. These results confirm our earlier analysis 
of consumer elhc iencv. 

It is most important to realize, however, that the optimum combina- 
tion ol two meat and 12 acres depended not only on the price re- 
lationshij) but also on the assumption of a $1,000 outlay. If a larger 
scale ol operations were undertaken, and 50 per cent more money 
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spent for factors, we cannot assume tliat 50 per cent more men and 
50 per cent more acres would be used. It is true that, if only two 
factors were required for production, they would always be combined 
in the sarrie proportions so long as prices remained unchanged; then, 
if the optimum combination ratio were 6 to 1 in laud to labor, we 
would find 18 acres and 3 men, or 24 acres and 4 men, and so forth. 
However, to be realistic, in the short run there are usually a number 
of fixed productive agents, whose quantities rannot be continuously 
adjusted as changes are made in the variable factors. For example, 
as men are hired or laid off, an enterprise cannot immediately adjust 
the extent of its capital ecpiipment. And, in the long run, when 
capital can be adjusted, some people would say that entrepreneurship 
still remains as a fixed factor of production. 

In constructing Fig. X it was supposed that some third fixed factor, 
perhaps an installed irrigation system, is in fact used along with the 
land and labor depicted in the diagram. If the producer intends to 
expand his operations by spending $1,500 instead of $1,000, he will 
have little use for extra land he cannot irrigate and will instead con- 
centrate on hiring additional men. Accordingly the $1,500 outlay 
line in Fig. X becomes tangent to the highest attainable iso-quant 
(/r,) at a point representing 14 acres and 4 men. The optimum com- 
bination ratio of acres to men is now 31/2 to 1, instead of 6 to 1 as 
previously. 

Apparently there are some complementary (joint demand) and 
substitution (rival supply) iniluences between land and labor and 
some '‘other” factor at work here. We shall simplify matters by sup- 
posing that all productive agents other than land and labor can be 
lumped together and designated by “O.” These other outside factors 
will include agents that cannot be continuously adjusted in quantity, 
and so we shall suppose that is in the nature of a fixed factor. 
Now, if an expansion of operations involves a disproportionately 
small percentage addition to land, it must be because land is a com- 
plement of ”0” that is relatively fixed in supply. Also, if increasing 
outlays to $1,500 results in a disproportionately large percentage in- 
crease in labor, it must be because labor is a substitute of ”0” that is 
comparatively fixed in supply. Hence, because reversibility holds, "O” 
tends to be a complement of land and a substitute of labor. We use 
the word “tends” because we do not know whether land and labor 
together are a substitute or a complement of the other fixed factor. 
Perhaps a more accurate statement would then be that the relation 
between “O” and land is more complementary, or less substitutable, 
than the relation between “O” and labor; and labor and “0“ are less 
complementary, or more substitutable, than are land and “O.” 

In summary, the optimum combination ratio of two factors depends 
upon the scale of operations, because they work with other compara- 
tively fixed factors, as well as upon the price relationship of the two 
variable factors. 
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Bilateral Trading and Commodity Rationing 

Diflcrcin users — whether producers or consumers — do not need or 
desire a similar kind of good with the same degree of urgency. There- 
fore, if several users are given a certain quantity of X and a certain 
quantity of V, they will very sensibly begin trading X and F among 
themselves. This rather obvious fact is usually ignored by govern- 
ment allocation and rationing schemes. 


B's X (IN LBS.) 



Fig. XI. 


Let us suppose that /I and /I are each allowed 30 pounds of X and 
70 (|uarts of This ration of X and F is represented by P in Fig. XI. 
In this bilateral trading diagram, A's possessions of X and F are repre- 
sented as usual, but IPs possession of X is shown to the left along the 
top horizontal axis while his possession of F is shown going down 
the right vertical axis. Hence, the diagram represents a closed system, 
embiacing only A and B, and when we shoiv A gaining X we auto- 
matic <dly show' B losing X by the same amount. Our double diagram 
enables us to show A and B trading X and F. 

rhe allowed ration, indicated by P, places A on one indifference 
curve (A„) and B on one of his own indifference curves (B^). It would 
he a most remarkable accident if An and were tangent to one an- 
other, since this would mean that they each had exactly the same 
marginal tales of substitution between X and () when separately 
possessing 30 pounds of X and 70 quarts of F; consecjuently, they 
would not wish to trade at an exchange rate acceptable to both. 
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The probable situation, as shown in Fig. XI, is that and Bn are not 
tangent at P, but intersect; in this case there is “room to trade,*' be- 
cause the relative values that each places upon the marginal units of 
X and Y will differ. 

Any combination of X and Y that can be represented by a point 
lying between the curves An and Bn and between the points P and () 
will be preferred by both A and B to the official allocation of 30 
pounds and 70 quarts each. We can imagine, within this bargaining 
area, a great many indifference curves, all of which are not shown; 
the ones belonging to A will be convex from below and those belong- 
ing to B will seem concave from below. Each of these convex in- 
difference curves (/I’s) will be tangent to some concave one (belonging 
to B) and vice versa. The various points of tangency lie along a 
curve passing through R and 5. Any position on this RS curve, if 
once attamed. will be stable, since A and B will then have the same 
marginal rates of substitution between X and F. 

The original position is P. Hence, since A is already on he 
will not be willing to move on to RS anywhere between S' (which is 
also on An) and S, Similarly B will not move from P (on P„) to any- 
where on RS between R' (also on and R, A distribution of X 
and F such as the one represented by the point R' would of course 
be far preferable to A but indifferent to JB. 

The final equilibrium arrangement must afford equality among the 
following: (1) /4’s marginal rate of substitution between X and F (as 
shown by the slope of A's indifference curves), (2) B*s marginal rate of 
substitution between X and F (as shown by the slope of /Ps indifference 
curves), and (3) the mutually agreed upon barter terms of trade 
(shown by the slope of a line drawn through P and intersecting RS). 
Only one point along RS (shown as T in the figure) will give similar 
slopes for A\ indifference curve, /Ps indifference curve, and an ex- 
change rate line passing through P. 

Restated more succinctly: (1) P cannot be a stable position, since A 
and B arc on intersecting indifference curves and so can improve their 
well-being by trading; (2) Any point along RS w'ill be stable, if once 
attained, because A and B will be on tangent indifference curves and 
so have the same marginal rates of substitution; (3) If A and B start 
at a position off RS, only one point on RS can Idc attained, namely 
the point that permits an exchange line from the original position 
to be tangent simultaneously to an indifference curve of A and one 
of P. 

The economic moral of the geometry is that an aliquot rationing or 
allocation scheme distributes goods in a suboptimum manner. The 
practical proof of this is that individuals often swap their rations in 
an attempt to increase their satisfactions. Such behavior, which is 
rational economically, is usually declared illegal by the allocating 
authority. If the rationing scheme is enforced, there is a waste of 
resources, for an uneconomic distribution requires a larger output in 
order to realize a given over-all level of satisfaction. 
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Joint Supply Products and Iso-Cost Curves 

Joint supply products are goods simultaneously produced by a single 
j)ro((‘ss or act. Examples are the refining of crude oil (which yields 
gasoline, fuel oil, and other petroleum derivatives), the separating of 
whole milk (which yields cream and separated milk), and the threshing 
ol wheat (which yields grain and straw). In certain cases the propor- 
tions in whicli the end products are obtained are variable (cream and 
sej)aiated milk) while in others they are predetermined (for example, 
grain and straw). 

Invariant joint supply pKjducts relieve the entrepreneur of many 
jK i j)lexiiies. He need not concern himself with prcxlucing the end 
products in the most profitable propextion because this ratio is beyond 
his control. He need not bother about the specific costs of end prod- 
ucts that arc in joint supply because there is nothing specific about 
them to give them special costs. Invariant joint supply products only 
have* joint costs and the only possible entrepreneurial decision is 
whethe t or not to turn out the predetermined product mix. 

V^ariablc* joint supply |)rcxliuis dc:) occ:asion entrepreneurial decisions, 
how’c‘\cr. rhc‘ most profitable proportions must be determined. 
And, in scaiching foi this answer, the opi)ortunity cost of different 
end prodiic Is c an be discovered. 

Let us imagine a dairy farmer who sells cream and separated milk. 
He can vary the relative yield c^f these two end products by changing 
the type of cow in his herd and tlie amount and kind of feetling. 
Experime nts might give sufficient data to estimate iso-cost curves as 
shown in Eig. XI 1. 

I he vc'itical axis of the figure represents tjuarts of separated milk, 
and the hoii/ontal axis represents cjuarls of cream. Any one iso-cc:)st 
(urve shows the various combinations of cream and separated milk 
iJiat can he* obtained lor the same expenditure on cows, grazing, fodder, 
milking, separating, and so forth. The farmers total outlay is the 
same for all points on a single curve. Higher curves, upwards and to 
the right, involve great expenditures, since the output of one or both 
of the mid products is always larger. It is as though there were a 
third climc*nsion, rising up off the j)age, representing dollars, and the 
iso-cost curves weie contours measuring a hill of expenditure. The 
iso-cost cuiA’cs are concave when viewed from the origin because, as 
the percentage recovery of a specific product becomes greater, extra 
rc‘co\eries occasion clis|)ro]:)ortionatc effort and expense. 

The real eext of |)roducing one extra c]uart of milk is the quantity of 
(le.im that w’ill have to be sacrificed if the producer’s total outlay is to 
be kept constant. Eor any total scale of output this information can 
be had from the appropriate iso-cost curve. For example, if the dairy 
farmer is |)roducing the R combination of cream and separated milk, 
the* real cost of either cream or separated milk can be learned from 
the slope of a tangent drawn to L, at R, Let us suppose that such a 
tangent has a 1 to 3 slope as shewn by the distance from O to the 
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tangent’s points of interception at X and Y on the cream and milk 
axes respectively. The real cost of I more quart of milk is then the 
loss of quart of cream and the cost of 1 more quart of cream is 
the loss of 3 quarts of milk. 



However, the dairy farmer may want bookkeeping costs in dollars 
and cents rather than real costs expressed in cjuarls of an alternative 
product. Actually, the money opportunity cost of producing one more 
quart of milk is merely the revenue lost from producing fewer 
quarts of cream. Consequently, so long as the market prices of the 
two end products are shown, the problem is simple. Let us suppose 
that separated milk sells for 200 a cpiart and cream for $1.00 a qjiart, 
and that the real opportunity ratio, as we have seen, is 1 cream to 3 
milk. The money opportunity cost of one more quart of milk is 
hence I/3 of $1.00 (or 330) and that of cream is 3 times 200 (or 600). 

What use arc such cost figures? The^e cost figures can be used to 
determine, like marginal costs, the financially optimum proportion of 
end products. It was explained that an entrepreneur will maximize 
profits if he adjusts his output so that marginal costs arc etpaal to mar- 
ginal revenue, or, more specifically in the case of pure competition, 
arc equal to price. Analogously, if the price of milk is 200, the 
quantity ratio of cream and separated milk should be adjusted so that 
the money opportunity cost of milk is 200. Similarly, if the price of 
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cream is Jl.OO, adjustments sliould be made so that the money op- 
portunity cost of cream is $J.OO. After all, the prices are data beyond 
the control of a single dairy farmer, and hence he must adjust his costs 
to prices rather than prices to his costs. 

Combination fi is therefore not optimum from a profit viewpoint, 
raking milk, the market price is assumed to be 20^ and the money 
opportunity cost to be 830, so apparently milk should be produced in 
relatively smaller quantities. The output of cream should be rela- 
tively increased as the price of cream is currently exceeding its money 
opportunity cost. 

The optimum combination will be such that the marginal rate of 
substitution is a reciprocal of the price ratio between the two end 
products. "I’he ratio of the cream price to the milk price is $1.00 to 
200, or 5.0, and the reciprocal of this is The dairy farmer should 
therefore seek a marginal stibstitution rate of cream to milk of % 
or .20. 

rile combination that maximizes profits can readily be determined 
from Fig. XII. The line BC is a sales receipts line and its slope re- 
Ilccts the 5 to 1 relationship in the price of cream to that of separated 
milk. Any point on this line will yield the producer the same sales 
revenue whether he sells four quarts of separated milk and .2 quarts 
ol ( ream, 2 cjuarts ol separatcxl milk and .(3 quarts of cream, and so on. 

I lie highc'st sales receijits line that iso-cost curve can touch is BC 
at S'. Also, any tangent drawn to /.^ at S must have the same slope as 
B(,\ and hence the money ojipoitunity cost of separated milk is 200 
and that ol cream is $1.00. These motiey opportunity costs then 
(oiiuide with the jircvailing prices for the two end jiroducts. There- 
lore, lor a given expenditure such as is represented by the iso-cost 
' urve /.{, the .S’ combination is the most profitable. 

C^oncl tiding Comments 

IndiirereiUTc curves arc a rather rough and ready way of analyzing 
three elements by means of a two-dimensional diagram. The curves 
are a device to represent the third dimension, which we cannot draw. 

II this third elcMiient is measurable, as in the case of iso-quants, the 
indillereiue curves become analogous to known altitude contours on 
a topographical map. 11 the third element is not measurable, as in 
the t.ise of utility, the isc^-utility curves can only denote the ranking of 
higher and lower preferences. "I he essential characteristic to be 
lound in all these examples is that three variables arc being depicted 
on two dimensions in a rather clumsy way. If we were more skillful 
in constructing and interpreting three-dimensional models, made per- 
ha})s with clay or strings, the more pedestrian use of indifference curves 
would not be necessary. Even so, indifference curves can handle 
many problems that tend to be passed over by two-dimensional sched- 
ules, ami so they represent an intermediate technique, inferior to a 
three-dimensional model, but superior to the ordinary schedule. 
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Appendix E 

Symbols Appearing in Text 


a (alpha) Marginal propensity to consume 
P (beta) Marginal propensity to save 
A (Delta) Change in value of a variable 
8 (delta) Ratio of extra induced investment to extra income 
(phi) Marginal physical productivity of a factor 

0 (theta) Average physical productivity of a factor 
C Consum])tion (aggregate) 

c Indivitluars consumer expenditure 
(INP Gross National Product 
11 Hoards (aggregate) 
h Individual’s hoards 
/ Investment (aggregate) 

1 Individuars investments 

h Idle investment multiplier (no induced investment assumed) 
A’,, rhe compound investment multiplier 
/. Li(|uidity demand for money 
/.I Demand {or Mi balances 
Demand for M ^ balances 

M National money stock; public ownership of demand deposits 
and legal tender 
Ml Active balances 
Mn Passive balances 
M' Pid)lidy owned legal tender 
M" lhd)li( ly owned demand deposits 
m Ratio of eventual increase in periodic payments to periodic 
government injections 
MEC Marginal cffitiency of capital 
NFI,\I National income (at factor cost) 

X\P Net National Product 
() Net National Output 
P 1 he price level of all goods and services 
f) Price level of finished goods 
PI Personal income 
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r Rate ofinterest 
S Savings (aggregate) 
s Individual’s saving 

T Physical quantity o£ transactions during a year 
t Ratio of induced tax leakage to extra public spending 

V Transactions velocity of money: the number of times it 
changes ownership in a stated period, such as a year 

V Income velocity of money. 

X Actual savings and/or actual investment 

V Income (aggregate) 
y Individual’s income 




Index 


A 

Acceleration, principle of, 148-150 
Accumulating, defined. 111 
Accounting, national income, 28-45 {see 
also National income: accounting) 
Adjustments, industry’s, 286-291 (see 
also Industries: adjustments of) 
Advertising: 

controversies over, 317-319 
approach to evaluating promotion, 
318-319 

consumcrs-pay-the-cost argument, 
318 

mass-production argument, 317-318 
with unchanged price and product, 
311-312 

with unchanged quantity and quality, 
313-314 
Agriculture: 

and government regulation, 518 
in Europe and America, compared, 
431 

in police state, 516 

Allocating boards, under socialism, 486, 
487, 490 

Allocation of resources, under pure com- 
petition, 359, 361 

American Federation of Labor, 412 
Analysis, economic, elements of, 3 
Arts, state of the, 11 
Assets: 

alternative, 142 
present values of, table, 143 
cheaply acquired, 458-459 
unique, 142 

B 


Bank credits, 98-99 
Bank loans, 53-54 
Banks: 

Federal Reserve (see Federal Reserve 
Banks) 

households and, 20 
governments and, 23-26 
Bargaining power of unions, 216, 421- 
423 

Basing point discrimination, 348-350 
Billboards, 356 
Bills, treasury, 67 
Borrowers: 

and loanable funds market, 445-447 
and rise of national income, 449 


Borrowers (Cont.): 
motives of, 442-444 
schedules of, 448 
types of, 141-442 
Borrowing by firms, 51, 52, 139 
Bottlenecks, temporary, 204 
Brand names, 309, 320, 330 
Break-even charts, 525-526 
Budget of United States: 
deficit, 99 

unbalancing, 186-195 
Budgeting consumer outlays, 255-257 
Business cycles, 148, 184 
Business depressions (see Depressions, 
business) 

Buyers: 

attachments of, 327-329 
one-preference, 327 
preference, 327 
surplus. 229-231 
indifference curves, 556-558 
two-preference, 327 
unattached, 327 

C 

Capacity, investment in, 117-148 
Capital, 527 
acceleration: 

general theory of, 533-536 
with commodity inventories, 537-539, 
543-544 

without commodity inventories, 543 
and labor, proportions to combine, 
270-271 

concepts of, 7-8 
efficiency of: 
economics of, 143-145 
marginal, 116-117, 141-143 
mathematics of, 141-143 
when it will increase, 144-145 
fixed (see Fixed capital) 
fixed accumulation of, 478-479 
funds, 8 
goods, 8 
nature of, 9 
private fixed, 47 
private working, 47 
productivity of, 443 
values, 8 

varying, taxes on, 515 
venture, tax on, 515 
working, 139 
investment in, 52 
private, 47 
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INDEX 


Capitalism, 507-521 
firms under, '175-476 
government regulation under: 

perverted, for special interests, 517- 
520 

philosophy of, 515-517 
laisseZ’jairc, 481-482, 507 
necessary reforms: 

extreme monopoly distortion, 511- 
513 

recurrent mass unemj)loyment, 507- 
511 

unproductive income inecptalities, 
513-515 

private, future prospects of, 520 
Capitalists, 8 

Cash balances approach, 77, 154 
demand for, 154-156 
precautionary motive, 155-156 
spectdative motive, 156 
transaction motive, 155 
Oilings: 

price, 211-212. 472. 177 
effects of. 228-229 
to stimuate output. 363 
rent. 222-223 
C>hangcs: 

dynamic, economic welfare and, 57- 
60 

in husiness taxes. 59 
in investment. 59-60 
in national pioduct. 58 
in population. 60 
in pn)duclivity. 60 
in (piality. 59 

Circuit of payments, 77, 91-106 
^raf)h, 96 

Classical system, 166-167 
(’lassical tlieory. compared with modern 
theory. 179-180 

Clearing house, drain on Federal Reserve 
hanks, 69-70 

Cobweb theorem, 236-237 
Collective i>argaining, 216, 121—123 
(!oml»ines, operating, under socialism, 
1S()-187 

(\)mmer( ial i)anks, 21 

legal service retpiiremcnts amended 
for. 72-73 
Commodities: 

[)u)duced in right proportions, 476 
rationing, bilateral trading and, 568- 
569 ' 

Commodity inventories: 

capital acceleration, 537-539, 543- 

511 

without commoditv inventories, 543 
ComnuKlity tax. effects. 231-233 
tax impact, incidence, burden, 232 
Commodity theory of money, 76, 79-81 
evaluation of. 81 
original theory, 79-80 
cpialified version of, 80-81 
Communism, formula for production 
and distribution, 373 


Competition: 
degrees of, 216-219 
firm equilibrium, 283-286, 287 
imperfect, defined, 322 
monopolistic, 322-339 (see also Mo- 
nopolistic competition) 
non-price, 309-321, 329 
reasons for prevalence of, 319-320 
pure, 216, 218, 225-238 

buyers' and sellers' surpluses, 229- 
231 

cobweb theorem, 236-237 
commodity tax effects, 231-233 
income distribution, 381-382 
price ceiling effects, 228-229 
price determination in competitive 
market, 225-228 

price elasticity of demand and sup- 
ply, 233-236 
price theory, 338 

resource allocation under, 359-361 
unfair, monopoly and, 367 
Competitive risks, 462 
Concentration camps, 517 
Congress of Industrial Organizations, 
412 

Consumer demand: 

determination of, 253-259 
for single good, 257-258 
income changes and, 258-259 
indifference curves and, 548-563 
summing of, 252-253 

Consumer goods, household stocks of, 47 
Consumers: 
adjustment: 

to income changes, 562-563 
to price changes, 553-556 
efficiency, indifference curves, 550-553 
marginal substitution rale of, 360 
outlay of: 

budgeting, 255-257 
optimum allocation of, 256-257 
spending of, 47 
Consumption; 
average propensity, 113 
defined, 4, 111-112 
function. 112-113, 114, 115 
household, 91-92 
marginal tendency, 112-113 
short-run national income, 50 
Corporations; 

and national income accounting, 36 
large, 184 

Cost curves, 272-276 
types of, 272-273 
Costs: 

and output, of firm, 274 
factor, 42, 43 
joint, 247-248 
marginal: 

and supply price, 268 
defined, 269 
opportunitv, 9-10, 360 
real, 355-357 

firms that bear more than, 355-356 
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Costs (Cont): 
real (Cont.): 

firms that escape, 355 
total, and revenue functions, 523-526 
transferred from variable to fixed, 279- 
280 

Credits, bank, 98-99 
Cross-elasticity, measurement of, 249- 
250 

Currency, drain on Federal Reserve 
Ranks, 69, 71 

Cyclical lluctuations, 148, 184 
D 

Decentralization under socialism, 503 
Deficits, government, -99-104 
Deficit spending theory, 135 
Demand: 

as seen by monopolist, 296-299 
consumer (sf;e Consumer demand) 
forces of, 251-265 
income, price and, 260-262 
joint, 248 
rival, 216 

supply and {see Supply: and demand) 
under oligopoly and polypoly, 324 
utility approach to theory of, 252 
Department of Commerce, national in- 
come estimates by, 38-10, 46, 49 
Deposits, time, 67 
Depressions, business, 24 
and budget deficits, 197 
and income taxes, 92 
household spending during, 201 
of 1930’s, 91, 511 

precautionary motive during, 156 
severe economic, 507-511 
theories of, 109 
Discrimination: 
meaning of term, 350 
price (see Price: discrimination) 
Dishoarding. 93-96, 446, 450, 451-452 
active, 97-98 
Disposable income: 
defined, 92 

personal income not, 38 
Distribution, production and, communist 
formula for, 373 

Dollar, devaluation of (1933-34), 81 
Duopoly, defined, 217 
Duosony, defined, 217 
Durability, investment in, 145-146 
Duties, import, reducing, 191, 192 
Dynamic theory, 222-223 

E 

Earnings: 

of employees, 395-411 
overtime, 399-400 
payrolls, 395 
wages (see Wages) 

Economic aims, 471-481 
and political alternatives, 481-482 


Economic ratio, 352 
Economics, defined, 3 
Economies, industry-wide, 290-291 
Economists, single-mindedness of, 519- 
520 
Elasticity: 
price: 

marginal revenue, and, 297, 298-299 
of supply, 301 

supply, of employed factor, 380-381 
Emergency funds, 155-156 
Emergency savings, 185 
Employees: 
and wages: 

ability to pay, 417-418 
purchasing power of, 416-417 
earnings of (see Earnings) 
gifted, exploitation of, 389 
Employers (see Entrepreneurs) 
Employment: 
full, 205 

through large-scale government ex- 
penditures of new money, 99 
government policy, 182-199 
prosperity, and labor costs, 396-399 
under socialism, 485, 487, 488 
wages or, 413-416 

Enterprise, 8-9 (see also Entrepreneur- 
ship) 

Entrepreneurs: 
and income taxes, 515 
demand for single factor, 376-379 
earnings of, 395 

outlays for productive factors, 376- 
385 

optimum, 383-385 

pure competition, monopoly, monop- 
sony, income distribution, 381- 
382 

“square-peg,” 459 

supply elasticity of employed factor, 
380-381 

Entrepreneurship: 
combining element in, 455-456 
functions of, 454-456 
originating element in, 455, 456, 460- 
461 

profits of, 454-468 

general long-run, 461-466 
single firm, 457-458 
risk-taking element in, 455, 456 
single firm profits: 
assets cheaply acquired, 458-459 
lack of room, 459 
run of luck, 458 
special rents, 459-460 
Equation of exchange, 83-85 
Equilibrium, 176-177 
defined, 220 

final and temporary, concept of, 219- 

220 

full, and Interest rate, 449-450 
income, 131-133 
changes in, 133 

under laissez-faire policies, 133 
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Kquilibrium (Cant.): 
long-run, 219, 220 
monopolistic competition, 329-330 
market, after imposition of commodity 
tax, 231-232 
of firms, 283-290 

competitive, 283-286, 287 
particular or general, analysis of, 221- 
222 

price, 226-227 
short-run, 220 
tangcncy, 331 
Estate taxes. 511-515 
Excess profits taxes, 100 
Exchange, equation of, 83-85 
Excise taxes, 100, 513 
domestic, reducing, 191, 192 
government, 477 
Exploitation, 388-392 
average. 388, 389-392 
defined, 388 
marginal, 388, 389-390 
of gifted employee, 389 
of ordinary workers, 389-392 

F 

Factor costs, 42, 43 
Factors: 
of production: 

optimum outlays for, 383-385 
su list itut ion of, 386-388 
sup[)ly elasticity of employed, 380-381 
E'armers, as monopolists, 513 
Fear, and government regulation, 517 
f'ea t li e r 1 )e( 1 ( 1 i n g. 416 
Federal Reserve Ranks, 24, 68 If. 
central hanks, 71-75 
deposit creation by member banks, 69- 
71 

ownership of, 68 
Federal Reserve System, 68-76 
and IL S. treasury, 68 
rival goals, 75-76 

discount rates, changes in, 72, 74-75 
financing of government deficits, 196- 
197 

influence on money supply, 72-75 
investment, 73-74 
membershij) in, 68-69 
open market purchases, 74 
organs of, 68 
Financial ratio, 352 
Financial risks, 458 
kinds of, 461-462 
reluctance to take, 12-13 
unavoidable. 461-466 
Finished output inventories, 139-140 
Firms. 20-23 

and general welfare, 475-476 

and national money stock, 93-96 

borrowing by, 51, 52, 139 

defined, 16, 20-21 

degree of capitalism, 145-148 

apiilibrium of, 283-290, 291 


Firms (Cont.): 

expanding, labor cost^ of, 397-399 
future labor requirements of, 147 
government, and expenditure stream 
of, 509-511 

government purchases from, 47 
gross value added, 21-22 
households and, 16-18 
interdependence among, 322-329 
attachments of buyers, 327-329 
measures of, 322-323 
price with oligopoly and polypoly, 
323-327 

investing by. 111 
examples, 145-148 
investments and saving, 50-54 
classes of investment, 52 
government and, 54-56 
money stock held by, 155 
net value added, 22 
new, and profits, 335 
numbers of, and price policy, 334 
reinvestment of profits by, 51 
rivals, substitutability of outputs, 335 
role of, 212-213 

single firm, profits of, 457-461 
supply schedules, 335-336 
why they borrow, 164 
Fixed capital, 139 
investment in, 52, 139, 141-148 
Fluctuations, economic, 24 
Free enterprise: 

economy {see also Private profit): 

land rent in, 438 
unrestricted, 481 
Free goods, 5, 19 
Free services, 5 
from governments, 19 
Funds: 
capital, 8 

emergency, 155-156 
loanable {see Loanable funds) 

G 

Gains, probable, 463-464 
General theory, 166-181 
and human attitudes, 171-180 
classical theory and, 166-167, 179-180 
demand for money and, 169-171 
income, as extra variable, 168-169 
Gift taxes, 515 
Gold: 

and paper money, 80 
and value of money, 79-80 
as commodity, 79-81 
standard, 80, 81 
Goods {see also Products): 
capital, 8, 9 
circulation of, 91 
defined, 5 
differentiated, 309 
economic, defined, 5 
essential, 262-264 
fabricated, 309 
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Goods (Con<.): 
free, 5, 19 
inferior, 261 
joint costs of, 247-248 
joint demand for, 248 
joint supply of, 216-247 
nonessential, 262-264 
rival demand for, 246 
rival supply of, 244-246 

Governments: 
and banks, 23-26 
and national money stock, 93-96 
antimonopoly policy of, 366-369 
capital transactions of, 42 
deficits, 99-101 
financing, 195-197 
em[)loyment policy, 182-199 
firms, and households, national in- 
come, 54-56 
households and, 18-20 
investment, 47 

participation in managerial policy, 
511-512 

policy, alternatives to, 366-367 
reallocation by, 363-365 
regulation by, 41 

consequences seldom considered, 519 
of prices, 241-242 (see also Prices: 
ceilings) 

perverted, for special interests, 517- 
520 

philosophy of, under capitalism, 
515-517 

spending by, 133-135, 186-189 
multiplier, 193-195 
of new money, 99 
subsidies (see Subsidies) 
supplementary investment by, 133-135 
valuing contribution of, 40-42 
why they pay interest, 164 

Gross value, added, 21-22 

H 

Hedging, 244 

Hoarding, 91, 446, 450, 451-452 
active, 95 

and dishoarding, 93-96 (see also Dis- 
hoarding) 

differentiated from saving, 96 
motives for, 156 
passive, 95 

rate of, average and marginal, 98-99 

Home production, 47 (see also House- 
holds) 

Hoover Dam, 188 

Householders as entrepreneurs, 462- 
463 

Households, 15-20 
accumulations of, 53 
and banks, 20 
and consumption, 91-92 
and firms, 16-18 
and general welfare, 472-475 
and governments, 18-20 


Households (Cont.): 
and national money stock, 93-96 
characteristics of, 15-16 
cultural values and, 474 
experienced income, 47 
free government aids !o, 17 
government, and expenditure stream, 
of, 509-511 
high-income, 184 
income, how obtained, 472-473 
investment and saving, 50-51 
government and, 54-56 
lending of money by, 173-474 
maximizing subjective utility income, 
474-175 

money stock held by, 155 
purchase of consumer goods, 472 
receipts and expenditures, table, 17 
sacrifices, to acquire income, 474 
savings plans and, 111 
sovereignty of, 475 
why they borrow, 164 

I 

Import duties, reducing, 191, 192 
Incentive incomes, 490-492 
Income: 

as extra variable, 168-169 
changes in: 

and individuel demand, 258-259 
consumer’s adjustment to, 562-563 
defined, 111-112 
demand, price and, 260-262 
disposable (see Disposable income) 
distribution of, 373-394 
alternative principles, 373-376 
and general welfare, 478 
new inventions and marginal pro- 
ductivity, 385-386 
substitution of factors, 386-388 
equilibrium (see Equilibrium: in- 
come) 

exploitation, 388-392 (see also Ex- 
ploitation) 

extra, declining importance of, 259- 
260 

incentive, under socialism, 490-492 
inequalities, unproductive, under 
capitalism, 513-515 
level: 

interest rate and, 163 
money stock and, 161-162 
multipliers of, 122-138 
equilibrium income, 131-133 
investment (see Investment: multi- 
plier) 

supplementary government invest- 
ment, 133-135 

national (see National income) 
personal (see Personal income) 
real (see Real income) 
system, 118-120, 183 
taxes, 100, 478, 517 
business depressions and, 92 
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Income (Cant.): 
taxes (Cant.): 
rales, |>io|^rcssive, 259 
iccliicin}^, 191-192 
theory, 109-121 

consumption function, 112-113, 114, 
115 

contrary saving and investing plans. 
IlO-IIl 

“investing” in, 110-111 
investment multiplier, 115-116 
licpiidity theory of interest rates, 
117-llH 

marginal efliciency of cajrital, 116- 
117 

relations, llS-120 
unearned, '127, *138 
Indillerence curves, 518-573 
and consumer demand, 518-563 
Industi ies; 

adjustments of, 286-291 
long-run, 288-290 
short-run, 286-288 
industry-wide economies. 290-291 
Inheritance taxes, 178, 511 
Innovations: 

and [Jiolits, 155, 156, 460-161 
risks of, 16(i 
Inputs. 269-272 
Instal)ility, elements of, 527 
Insurance, reason for, 260 
Interest: 

and li(]uidity, 151-165 
and price of money, 157-158 
expectations, and money demand, 158- 
159 

function and justice of, 150-152 
motives of borrowers and lenders: 
li([uidity preference, 111 
prodrret ivity of ca|)ital, 413 
liirre preference, 412-443 
nature of, 1 11 
on capital. 111-453 

loanalrle firnds {see I.oanablc funds) 
rale of: 

a ml investment, 150, 151-152 
full erprililrr iurn and, 4 19-450 
incorrre level and, 163 
lirpridily theory of. 117-118 
rnonev stoik and. 157-158 
system, 118-120, 183 
who pays, 111-112 
why it is paid, 163-164 
Inventions, new, and marginal produc- 
tivity, 385-386 
Inventories: 

corrrrrroility (,vcc Commodity inven- 
tories) 

ftnished output, 52, 139-140 
Investing: 

and sav ing. 540-541, 514 
(lelrncd. 110-111 
Investmcnt(s): 

aggregate, loanable funds and, 447- 
449 


Invcstment(s) (Cont.): 
and national income, 114-115 
and saving, 50-57, 540-541, 544, 545- 
547 

firms and households only, 50-54 
governments, firms and households, 
54-56 

nature of, 50 

and savings box surfaces, 175-176 
autonomous, 127, 129 
deciding to invest, chart, I I I 
defined, 111-112 

effect of interest and income on, 
graph, 167 
ex ante, 110 
ex post, 110 

Federal Reserve System, 73-74 
government, 47 

inducements to invest, 127, 139-153 
finished output inventories, 139-140 
fixed capital, 111-148 
principle of acceleration, 148-150 
which dominate, 150-152 
working capital, 140-141 
in inventories, 150 
in plant and eejuipment, 150-151 
intention to invest: 
autonomous investments, table, 123 
changed, 173 
compound, 127-129 
increased, 178 
multiplier, 11.5-116 
simple, 122-126 

vs. spending multipliers, 130-131 
of firms, 139 
classes of, 52 
in capacity, 147-148 
in durability, 145-116 
in productivity, M6-1 47 
plans, and saving plans, when they 
differ-, 527-544 

private, and soaking the rich policy, 
18.5-186 

rate of, under socialism, 499-502 
system. 118-120, 183 
types of, 139 

variability, and welfare, 59-60 
Iso-cost curves, joint supply products 
and, 570-572 
Iso quant curves: 
and product demand, 563-564 
determining margnial productivity of 
factor from, 564-565 
Iso-utility map, 548-550 

L 

Labor, 6-7 

and investments of firms, 147 
costs: 

of expanding firm, 397-399 
prosperity employment, 396-399 
rising, 203-201 
disutility of, 11-12 
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Labor (Cont.): 

force, non-competing groups in, 401- 
403 

kinds of, 9 

land and, comparisons of efficiency, 
431 

productivity of, and wages, 418-420 
supply, union restrictions on, 401 
unions (see Unions) 
untrained, supply of, 375 
Laissez-faire attitudes, 110, 133 
Laissez-faire capitalism, 471, 481-182 
necessary reforms, 507-515 (see also 
Capitalism: necessary reforms) 
Land, 7 
elements of, 9 
grades of, 432-433 
marginal product negative, 430 
public oAvnership of, 438-439 
rent on, 427-410 (see Rent: on land) 
total output maximum, 430 
value of, 427 
Legal tender, 65-66 
Leisure, under socialism, 503-504 
Lenders: 

and loanable funds market, 445-447 
and rise of national income, 449 
households as, 473-474 
motives of, 442-444 
schedules of, 448 
Liquidity: 
defined, 154 
function, 160-163 
interest and, 154-165 
preferences: 
changed, 173 
increased, 179 

of borrowers and lenders, 442, 444 
theory of interest rates, 117-118 
Loanable funds, 441 
and aggregate investment, 447-449 
demand and supply of, 444-450 
equations of individual, 444-445 
market, 445-447 
interest rate, 479 
Loans, bank, 53-54 
Losses: 

probable, 463-464 
short-run, minimizing, 285-286 
Luck, run of, and profits, 458 
Luxuries, 262-264 

M 

Malallocation of . resources with mo- 
nopoly, 361-362 

Management, variables to be determined 
by, 337-338 

Managerial policy, governmental par- 
ticipation in, 511-512 
Managers, plant, under socialism, 502- 
503 

Manufacturers, in police state, 516 
Marginal-efficiency -of -capital concept, 
141-145 


Market price, 42-43 
Markets: 

and general welfare, 477-478 
closeness to, and rent, 433-434 
competitive, price determination in, 
225-228 
defined, 225 

future and past, speculative linking of, 
212-214 

spatial interdependence of, 239-242 
temporal interdependence of, 242-244 
Maximizing profits, 336-337 
Money: 

as means of payment, 66, 82 
balances: 
active, 160 
passive, 160 

cash balances approach, 77 
changes in stock of, 67-76 
circuit of payments approach (see 
Circuit of payments) 
circulation of, 91 

commodity theory (see Commodity 
theory of money) 
currency, 69, 71 

declining marginal importance of, 259- 
260 

defined, 66, 82 
demand for: 

and altered human attitudes, 171- 
172 

and income equilibrium, graph, 169 
effective, 200-202 
influence of, 169-171 
interest expectations and, 158-159 
functions of, 67 
hoarding of (see Hoarding) 
legal tender, 65-66 
marginal utility of, 257 
money box surfaces, 174-175 
national standard, gold content of, 80 
nature of, 65-67 
near money, 67 

new, government expenditures of, 99, 
102 

paper, 80, 82 

price of, interest and, 157-158 
quantity of, meaning of, 82 
quantity theory (see Quantity theory of 
money) 
slock of: 

and effective demand, 201-202 
and income level, 161-162 
and interest rates, 157-158 
effect on income levels of, 171 
total, monetary outlays exceed, 84 
supply of: 

Federal Reserve influence on, 72- 
75 

increased, 179 
viewpoints re, 76-77 
Monopolist: 
defined, 295 

dcmancl as seen by, 296-299 
pure, price policies or, 296-303 
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Monopolistic ''ompetition, 217, 218, 219, 
322-339 

composite nature of, 334-338 
interdependence among firms, 322-329 
price theory, 338 

Monopoly. 201-205, 216, 368, 482 
and closed shop, 401 
and mono[)sony, 295-308 
concept of, 295-296 
long-run considerations. 306-307 
and private profit, 358-365 
and unfair competition, 367 
antimono[)oly policy of government, 
366-369 

bilateral. 217, 218 
defined, 201, 218 

extreme distortion, under capitalism, 
511-513 

income tlistribution, 381-382 
inalallocation of resources with, 361- 
362 

profits, maximizing, 300-301 
in market period, 302-303 
pure, price theory, 338 
with monopsony, 306 
Monopsonist: 

calculations of marginal purchase cost, 
301 

pricing by, 303-306 
Monopsony. 217 
defined. 216, 218 
examples of, 365 
income distribution, 381-382 
monopoly ami. 295-308 
concept of, 295-296 
long-run (onsiderations. 306-307 
monojmly with, 306 
rareness of. 296 

N 

National economy: 
annual income in, 28 
goal of, 3 

National factor income, 16, 47, 52 
National income: 
accounting. 28-15 
basic ideas. 28-31 

estimates by Department of Com- 
merce, 38-10 

factor cost approach. 12, 13 
government contribution. 10-12 
gross and net income, 31-33 
imirket price approach, 42-13 
personal income, 3(>-38 
and aggregate employment, 179-181 
borrowers and lenders and, 119 
components of. tabic, 39 
contribution and value, of firm, table, 
23 

dual aspects of. 43-11 
estimates, by Department of Com- 
merce. 38-10 

excluding net government interest 
from, 41-42 


National income (Cont.): 
flows and stocks, 46-50 
general welfare and, 46-61 
investment and, 114-115 
methods of estimating, 43-44 
national defense and, 40 
nature of, 28-30, 33-36 
net national product differentiated 
from, 36 

saving and investment, 56, 57 
National Loan Corporation, 499-502 
National Planning Board, 486, 490, 493, 
491, 498, 499 

National policy, economic aims of, 471- 
484 

National product: 
altered composition of, 58 
at market price, 33 
gross, 46 

gross and net, 31-33 
Natural resources, preordained, 11 
Near money, 67 
Needs, 262-261 

Negroes, and employment, 401-402 
Net value, added, 22 
New Deal, and devaluation of dollar, 81 
Numeraire, 251-252 

O 

Oligopoly: 

defined, 204, 217, 218 
economic problem, 368 
increase of, 320 
price constancy of, 332-333 
price with, 323-327 
Opportunity costs, 9-10, .360 
Outlays, maximizing; 
for given total satisfaction, 552-553 
pleasure from fixed, 550-551 
Outputs, 269-272, 527 
and price discrimination, 345 
defined, 269 
firm costs and, 274 

formulae for maximizing profits, 336- 
337 

long-run, 331-334 
of rivals, substitutability of, 335 
per acre or per worker, 431 
price ceiling to stimulate, 363 
private, uns<»ld, 47 
specific tax to contract. 363 
Overtime, economics of, 399-400 

P 

Packaging of goods. 320 
Paper money, 80, 82 
Payments: 

circuit of, 77, 91-106 
graph, 96 

expanding flow of, 96-97 
through active dishoarding, 97-98 
through bank credits, 98-99 
through government deficits, 99-104 
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Payments (Cont.): 
leakages in flow of, 92 
reasons for increase of, 104-105 
Payrolls, wages, earnings and, 395-400 
Personal income: 

and national income accounting, 36- 

not disposable income, 38 
Planning: 
curve, 276-278 
long-run, 277, 278 
of socialism, 485—188 
Plant curves, 276 

Pleasure, maximizing, from fixed outlay, 
550-551 

Point rationing, 489, 490 
Police state, and regulation. 516 
Political alternatives, 481-482 
Politics and economics, 471-484 
Polypoly, 217, 218 
price with, 323-327 
Population, changes in, 60 
Prejudice, and employment, 401-402 
Prices: 

and quality, fixed, 311-312 
ceilings, 241-242, 472, 477 
effects of, 228-229 
to stimulate output, 363 
changes in: 

consumer’s adjustment to, 553-556 
measuring welfare effect of, 558-562 
significance of, 88-89 
welfare and, 58 

constancy, oligopolistic, 332-333 
cross-elasticity and product interde- 
pendence, 249-250 
demand, income and, 260-262 
determination of, in competitive 
market, 225-228 
discrimination, 340-353 
based on income, 342 
basing point, 348-350 
between already separated markets, 
342-345 

between separable markets, 345-348 
commodity sold at different prices, 
342 

defined, 340 

economic desirability of, 350-353 
examples of, 340-342 
freight absorption, 348-350 
geographic, 341-342, 343, 348 
perfect, 340 
purpose of, 310 
floors, 477 

government regulation of, 241-242 
(see also Prices: ceilings) 
influence of supply on, 202-203 
interdependence of, 239-250 
export and import markets, 239-242 
spatial, 239-242 

substitutes and complements, 244- 
248 

temporal, 242-244 
interest as, 441 


Prices (Cont.): 

isolation, when interdependent, 241 

leadership, 329 

level: 

and quantity of money, 82 
current thought on, 85-89 
measurement of, 86-87 
motives and, 85-86 
payments, gross and net, 87-88 
price-relation changes, 86 
theories, 79-90 
limits, 516 
policy: 

firm numbers and, 334 
of pure monopolist, 296-303 
product, and promotion, 309-310 
spiraling, 205-206 
supply, marginal costs and, 268 
systems, delivered contrasted with 
f.o.b., 348 
theory: 
dynamic, 222 

monopolistic competition, 338 
pure competition, 338 
pure monopoly, 338 
significance of, 211-212 
static, 222 

with oligopoly, 323-327 
with polypoly, 323-327 
Pricing: 

by monopsonist, 303-306 
deliberate common, 332 
independent, 332 
market period, 302-303 
short-run, 300-302 
Private enterprise: 
and government spending, 187-189 
and public works program, 134-135 
Private profit: 

government antimonopoly policy, 366- 
369 

interpersonal utility comparisons, 357- 
358 

monopoly problem, 358-365 
real and money costs and revenues, 
355-357 

Probability, and investment, 463-465 
Producer demand, iso-quant curves and, 
563-564 
Product: 
as variable, 310 
differentiation, 214, 320 
fabricated, 214 
marginal revenue, 377 
natural, 213-214, 215 
price, promotion and, 309-310 
specification, 214-215 
types of, 213-215 

unchanged, price effect of advertising, 
315-316 

Production, 30-31 

and distribution, communist formula 
for, 373 

consumer-goods, 30 
defined, 6 
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Production (Cont.): 
factors of, 6-9 
capital, concepts of, 7-8 
enterprise, 8-9 
labor, 6-7 
land, 7 

function, 269-272 
home, 47 

lon^-run national income, 50 
optimum allocation of, 476 
round-about methods of, 450 
self-interest and, 516-517 
subsidies for, 189-190 
Productivity: 

(banjoes in, 60 
investment in, 146-147 
marginal: 

determining, of factor from iso- 
quants, 561-565 
new inventions and, 385-386 
of capital, 4 13 

Professional employment, 402-403 
Profits: 

and price discrimination, 315 
as self-paid insurance premium, 462 
determining, 456-^157 
entry and, 335 

increasing, with rising labor costs, 
399 

long-run, 330-331 

maximi/ing, output formulae for, 336- 
337 

of cntreprciieursbip, 451-468 
of single firm, 457-458 
private (srr Private profit) 
private net, 351. 357 
reinvestment of, by films, 51 
run of luck and. 158 
stpiee/e on. 329-331 
undistributed, 51 
usefulness of, 166-167 
what they arc, 155 
what they arc not, 151—155 
Promotion: 

as variable, 310 

evaluating, economists’ approach to, 
318-319 

price, product and, 309-310 
sales ami price elfects of, 315-317 
Public works iirogram. 133. 131, 186-189 
under socialism, 501 
Pump-priming schemes, 150 

Q 

Quality: 

fixed, 311-311 
improvement in, 59 

Quantitv, unchanged, advertising with, 
313-311 

Quantity theory of money, 76-77, 82-85 
crude version of, 82-85 
equation of exchange, 83-81 
\aIue-of-iiade version of, 82-85 
Quasi-reiu, 284, 286, 437 


R 

Rationing, 242 

commodity, bilateral trading and, 
568-569 
point, 489, 490 

under socialist regime, 488-489 
Real income, defined, 5 
Reallocation by government, 363-365 
Reinvestment of profits, 51 
Relief, unemployment: 
direct, 190-191 
under socialism, 505 
Rent: 

ceilings, 222-223 
controls, peacetime, 518 
economic, defined, 427 
explicit, 438 
implicit, 438 
land, 427-440 

as unearned income, 427, 438 
basis of, 427 

comparisons of efficiency, 431 
concept of, 436-437 
defined, 437 

differential productivity theory of, 
432 

measuring, 433 
nature of, 127-431 
should it be paid? 437-439 
specific, 432-433 
stages of, 430-431 
urban site, 433-436 
varying factor proportions, 428-429 
quasi-rent, 284, 286, 437 
Reserves, legal, of Federal Reserve 
System, 70-71 
Resources: 

allocation of, under pure competition, 
359-361 

ideal arrangement of, 476 
ma la 1 location of, with monopoly, 361- 
362 

natural, 11 

Restraint of trade, 368 
Returns: 

average, diminishing, 271 
diminishing, in short run, 204 
marginal: 
and average, 271 
diminishiiig, 271 
to scale, 272 
Revenues: 

marginal derivation of, 297-299 
real and money costs and, 355-357 
total cost and functions of, 523-526 
Rich, soaking the, 184-186 
Risks, financial (see Financial risks) 
Rivalry, potential, 459 (see also Com- 
petition) 

S 

Sabotage, 407 
Saving: 
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Saving (Cont.): 

differentiated from hoarding, 96 
for emergencies, 155-156 
investment and, 510-541, 544 
plans, and investment plans, when 
they differ, 527-544 
propensities: 
changed, 172-173 
increased, 178-179 
Savings: 

aggregate, 135 

and investment box surfaces, 175-176 
and investments, 545-547 
bogey of, 91-93 
defined, 111-112 

effect of interest and income on, graph, 
167 

emergency, 185 
ex ante, 110 
ex post, 110 

from disposable income, 92 
intended: 

and investment schedules, table, 131 
reduction in, 136 
thrift and, 167 
Scarcity: 

economy of, 10 
inevitability of, 10-13 
Seasonal variations, 147, 148, 213 
Self-interest, and production, 516-517 
Sellers, surplus of, 229-231 
Seniority, and employment, 404 
Service, economic, defined, 5 
Services, circulation of, 91 
Social insurance, financing of, 19 
Socialism, 373-371, 471, 481. 482 
firms under, 475-476 
households under, 16 
land under, 438-439 
problems of, 485-506 
absence of criticism, 487 
crude planning, 485-488 
decentralized managerial decisions, 
502-503 ^ 

incentive incomes, 490-492 
individual consumer choice, 488-490 
interacting consumer and worker 
choice, 493-499 

leisure and unemployment, 503-505 
limited worker choice, 492-493 
rate of investment, 499-502 
rationing under, 488-489 
Social security, 482 

in national income accounting, 37 
Soviet Russia {see Union of Soviet 
Socialist Republics) 

Special-interest groups, 477-478 

perverted government regulation for, 
517-520 
Speculation: 

and temporal interdependence of 
markets, 212-244 
in urban land, 435 
motive for saving, 156 
Spending: 


Spending (Cont.): 
consumer, 4'/ 

government, 133-135, 186-189 
marginal periods, 102-103 
multipliers, vs. investment multipliers. 

130-131 
nature of, 4 5 

Squeezing of pndits, 329-331 
Static theory, 222-223 
Subsidies, 41, 46, 189, 477 
sliding scale, 361 

Substitutes and complements, interde- 
pendence of, 241-248 
Substitution, marginal rate of indiffer- 
ence curves, 551-552 
Suppliers’ surplus, 230, 231 
Supply: 

and demand: 

forces of, affecting price, 292 
interaction of, 291-293 
market schedules, 226 
of loanable funds, 444-450 
price elasticity of, 233-236 
wages based on, 403 
cost curves, 272-276 
forces of, 266-282 
influence on prices, 202-203 
joint, 246-247 
planning curve, 276-278 
production function, 269-272 
rival, 244-246 
schedules: 
collective, 266 
individual, 266-269 
time and, 278-280 
Surpluses: 

buyer’s, indifference curves, 556-558 
buyers’ and sellers’, 229-231 
government, 92 
suppliers’ 230, 231 
Symbols used in text, 574-575 

T 

Tangency equilibria, 331 
Tariffs on imports, 518 
Taxes, 100, 516 
business: 

altered, and welfare, 59 
indirect, 33-34, 46 
commodity, effects of, 231-233 
estate, 514-515 
excess profits, 100 
excise {see Excise taxes) 
gifts, 515 

income {see Income: taxes) 
inheritance, 478, 514 
leakages, induced, 100-102 
on varying capital, 515 
on venture capital, 515 
reducing, 191-193 

system of, and government regulation, 
518 

Teamsters’ Union, 412 
Tennessee Valley Authority, 187 
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'riirilt, and savings, 167 
Time: 

and . upply, 278-280 
deposits, 67 

Trade, restraint of, 368 
rradcs, overinvested, 512-513 
I’rading, bilateral, and commodity 
rationing, 568-569 
'Transactions, defined, 77 
'Transfer payments, 19 
business, 33, 35-36, 46 
government: 

to households, 41 
to individuals, 37-38 
Treasury bills, 67 

IJ 

I 'nderconsiimption, unemployment and, 
91-106 

riulistrilmted profits, 51 
I hiem|)loyment: 
and socialism, 503-505 
and underconsumption, 91-106 
and wage rates, 413—111 
hoarding and, 91 
long-run and short-run, 407, 409 
mass. 109, 4(S2 

and investments of firms, 1 17 
government policy and, 182-183 
under capitalism, 507-511 
technological, eMent of, 407-410 
laiion of Soviet Socialist Republics: 
and sovereignty of household, 16, 475 
ronnd-aboui productive methods of, 
450 

socialist econoniv of, 4S5 
Unions: 

and labor supply, 407 
bargaining j)ower of. 216. 421-123 
closed or open, 414-415 
indust ly-wide bargaining by, 512 
leaders of. and wage rates, 412— 126 
wage arguments, 416-421 
ability to pay, 417-418 
comparable wages for comparable 
jobs. 420-421 ‘ 

em|)loyt'e j)urchasing power, 416-417 
productivity of labor. 418-120 
United Mine U’orkers. 412 
United Slates, economy of. 374 
United States Treasury and federal Re- 
serve Svstem, 68, 75-76 
Utilities: 

individual utilitv, and (|uantily con- 
sunied, 254, 255 

interpersonal comparisons, 357-358 
Utilitv: 
defined. 4 


Utility (Cont.): 
marginal: 

diminishing, 253-254 
of money, 257 

total, formula for maximizing, 256- 
257 

V 

Variables, determined by management, 
337-338 

Varying proportions, principle of, 428- 
429 

Venture capital, taxes on, 515 
W 

Wages, 395-400 

based on supply and demand, 403 
comparable, for comparable jobs, 420- 
121 

differences in, 100-407 
compensating, 100—101 
derived demand, 103 
non-competing groups in labor force, 
401-103 

union restrictions on labor supply, 
401 

wage and hour laws, 104-407 
earnings, and payrolls, 395-400 
employee’s ability to pay, 417-118 
minimum, and labor monopsony, 406- 
407 

minimum wage laws, 104-107 
negotiations, bargaining j)ower in, 
421-423 

or employment, 413-416 
output and, under socialism, 491—192 
rates, union leaders and, 112-126 
union arguments re., 416-421 (see also 
Unions: wage arguments) 

Welfare, general: 
and dyitamic change, 57-60 
and national income, 46-61 
and private profit, 351-370 
Welfare stale, 19, 478 
Women, in non-competitive jobs, 402 
Workers: 

choice of, interacting with consumer 
choice, 493-499 
in police slate, 516 

limited (hoicc of, under socialism, 
4.92-493 

soverign position of, in U. S., 475 
urban, and public works, 188 
Working capital. 139 
investment, 110-141 

World War II, bank financing of, table, 
25 




«rwr srarasr j^wniw 

Lai Bahadur Shastri National Academy of Administration Library 

MUSSOORIE 


<0«fw 

Acc. No.....5?.ft.X..rn.. 

fwi s^cPF femr ifT 'll# wmr 

^ ? I 


Please return this book on or before the date last stamped 
below. 


Date 

Borrower's 

No. 

f3[^ 

Date 

Borrower's 

No. 

















— - - 



















330.1 

En\^ 



LBSNAA 






■?50 I 
Class No. 


J 

Acc No,j£;j 

^mr 

Book Nc 



9^^ 

Title. 

library 

&V\. |W laL BAHADUR 8HA8TRI 

Natlenal Ae8|p|)r ef AAnlnistra 
MUiSOORIE 


Aecess/eg Hit.. 

1. Books oro Issuod for IS Sayo only 
may havo to bo rocallaa oaillor K ur 
tly roeulrad. 

A An ov»»>dtto ebaro* of ^(Paioo |Mr 
par vohmio win bo obaroo«|. ' 

«. Ra«ltMii«Bto,RaiOMi8 H^NkailHI i 

sswifiSrB^.^^1 

S. Booka lodU doHanod 


onv MMiBliawoi* bAl , 
MopitaoaliiillibiMA 




